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NATIONAL CREDIT UNION
ADMINISTRATION OPERATIONS
AND BUDGET

Thursday, July 23, 2015

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
AND CONSUMER CREDIT,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 2:20 p.m., in room
2128, Rayburn House Office Building, Hon. Randy Neugebauer
[chairman of the subcommittee] presiding.

Members present: Representatives Neugebauer, Pearce, Posey,
Fitzpatrick, Luetkemeyer, Mulvaney, Pittenger, Barr, Rothfus,
Guinta, Tipton, Williams; Clay, Scott, Maloney, and Sinema.

Also present: Representatives Royce and Fincher.

Chairman NEUGEBAUER. The Subcommittee on Financial Institu-
tions and Consumer Credit will come to order.

Without objection, the Chair is authorized to declare a recess of
the subcommittee at any time.

Today’s hearing is entitled, “National Credit Union Administra-
tion Operations and Budget.” Before I begin, I would like to note
that there are several National Credit Union Administration
(NCUA) staff members here today. And committee policy is one
staff member per witness. This is to ensure public participation. In
the event we have more public audience members come in, we will
ask some of the NCUA staff to head to our overflow room upstairs.

I would like to thank Chairman Matz for being flexible with our
schedule. As you know, we were scheduled to have this hearing to-
morrow. And then the leadership decided we weren’t going to be
here tomorrow. The Chair was gracious enough to change her
schedule. And we appreciate that.

I am going to now recognize myself for 5 minutes for an opening
statement. Good afternoon to the committee. Financial institutions
are the backbone of Main Street America. Credit unions particu-
larly share a unique relationship with communities. After all, they
are the core of the cooperatives. They help bring unserved and un-
derserved customers into the financial mainstream. They provide
the first credit card for young adults trying to build credit. They
help the first-time home buyer purchase the home they have been
dreaming of. And often they are the last corporate citizen left
standing in many rural districts, including many areas of my own
district. Perhaps most importantly, though, they are experts on re-
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lationship banking, helping to customize products to fit the needs
of their customer base.

Unfortunately, credit unions, like community banks, are suf-
fering from the one-size-fits-all regulatory actions of the Federal
regulators. For example, some credit unions now undergo stress
testing like their larger bank counterparts. Because of this in-
creased regulatory burden and the related compliance costs, we
have seen a massive consolidation of credit unions, and inflexible
pﬁoduct standardization, which has limited some of the customer
choices.

Data from the National Credit Union Administration shows that
we lost nearly 1,000 credit unions between 2010 and 2014. This
trend presents a threat to communities across the country, espe-
cially rural and semi-urban areas such as the 19th District of
Texas. I worry that without some regulatory flexibility, credit
unions will be less able to meet local needs, will stop offering prod-
ucts, or consolidate. To me, this signals problems in the health of
the credit union industry.

Today’s hearing will mark the first time since 2011 that the
NCUA Chair has testified before Congress. As with any Federal
agency, it is imperative that we conduct vigorous oversight of budg-
eting and operations. This ensures that the money paid into the
system by the credit unions is being spent appropriately and that
the taxpayers remain protected by a strong Share Insurance Fund.
F%rt};fr, it ensures rigorous debate of policy decisions made by the
NCUA.

NCUA has undertaken significant regulatory policy changes
under Chair Matz’s leadership. And it is necessary to understand
how these actions are affecting the health of the credit union sys-
tem. Today, our Members will get to tackle both of those tasks.
During today’s hearing, I am hopeful that Chair Matz will address
two issues in particular.

First, NCUA’s budget has increased each year since 2008, some-
times in double digit percentages. However, during the same time,
the number of credit unions has dropped by nearly a quarter. I
hope to hear Chair Matz outline clear justifications for this budget
increase that does not appear to be matched to other supervisory
demands.

Second, I am concerned that the NCUA has not appropriately
outlined how it will address the industry’s best practice of using
capital buffers on top of regulatory capital requirements. The
NCUA must clearly signal how it plans to supervise this industry’s
best practice to ensure capital is efficiently put to use and that
there remains robust and safe credit availability for our constitu-
ents.

I look forward to hearing Chair Matz’s perspective on these im-
portant issues and more during today’s hearing. Thank you.

And now, with that, I yield to the ranking member of the sub-
committee, Mr. Clay.

Mr. CLAY. Thank you, Mr. Chairman.

And thank you, Chair Matz, for your testimony. And, Mr. Chair-
man, [ would like to relay something pertaining to your remarks
about credit unions and what purpose they serve. As a young adult
with my first job, I applied for an auto loan with my community



3

bank, where I had checking and savings accounts, and was denied
the loan and was forced to go join the Wright Patman Credit
Union, where I was approved for the loan, which I paid off in half
the time. So they took a chance on me. And I am certainly going
to take a chance on credit unions. So thank you.

Like most banking regulators, the NCUA’s budget is derived
from the entities that they regulate, an arrangement designed to
insulate the Administration from political pressure. Such an ar-
rangement should not, however, trade the pressure of the congres-
sional appropriations process for pressure from the credit union in-
dustry to shape their budget, an arrangement that was agency pol-
icy from 2001 to 2008, but that undermined the Administration’s
ability to respond to financial crises and its ability to prevent losses
to the Share Insurance Fund.

I look forward to a discussion that actually reflects the concerns
that credit unions have in their day-to-day core operations, wheth-
er they be proposals to allow them to raise supplemental capital or
expand member business lending or other regulatory relief pro-
posals. I look forward to hearing more about how we can work with
the NCUA to ensure that the regulatory environment for our credit
unions is one that allows them to thrive but that also protects
members and the Share Insurance Fund. And thank you again for
your testimony and your leadership.

I yield back.

Chairman NEUGEBAUER. I thank the gentleman.

And now the gentleman from New Hampshire, Mr. Guinta, is
recognized for 1 minute.

Mr. GUINTA. Thank you very much, Mr. Chairman.

Good afternoon, Chair Matz.

It is a privilege and an honor to be representing the First Con-
gressional District of New Hampshire, where the first ever credit
union was founded in the United States. In 1908, St. Mary’s Bank
emerged in a small town called Manchester, which is my home-
town. Since then, Manchester has grown to be the State’s largest
city. And surrounding the City came more credit unions and com-
munity banks. Now there are 27 credit unions in New Hampshire,
14 of which are in my district.

However, community banks and credit unions have been consoli-
dating at an alarming rate. According to the quarterly data posted
on the NCUA’s website, credit unions have declined 52 percent
from 1990 to now. I sit here and ask myself, why is this happening
to our community financial institutions? Consumer choice, I think
and hope, is something that we as Americans all value. However,
we have seen this negative trend continue and even be enhanced,
IAthink, by rigorous regulatory requirements by the Dodd-Frank

ct.

You, Madam Chair, called 2015 the year of regulation relief. And
I certainly hope that is true. I look forward to working with you
in that approach because I think the harmful regulations our finan-
cial institutions have faced need to be addressed immediately. So
I very much thank you for coming here today and working with us.
And I look forward to hearing your testimony.

I yield back the balance of my time.

Chairman NEUGEBAUER. I thank the gentleman.
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The gentlewoman from Arizona, Ms. Sinema, is recognized for 1
minute.

Ms. SINEMA. Thank you, Chairman Neugebauer and Ranking
Member Clay, for holding this very important and timely hearing.

As you may know, Congressman Mulvaney and I are sponsors of
bipartisan legislation to bring greater transparency to the National
Credit Union Administration’s budget process by requiring a public
hearing on the budget before adoption. This legislation is simple
and straightforward. It would require NCUA to publish a draft
budget on an annual basis and then hold a public hearing with no-
tice and opportunity for public comment before the NCUA Board
makes a final determination on how funds are spent.

As NCUA is funded almost exclusively through fees assessed on
credit unions, we believe the public and the credit unions that are
regulated should have an opportunity to weigh in as NCUA con-
siders its annual budget.

Between 2001 and 2008, NCUA held public hearings. I look for-
ward to hearing from today’s witness about why these hearings
have been discontinued and how the agency can improve the cur-
rent budget process to make it more open and transparent.

Again, thank you, Chairman Neugebauer and Ranking Member
Clay for holding today’s hearing.

And thank you, Chair Matz, for sharing your expert view with
us today.

Chairman NEUGEBAUER. I thank the gentlewoman.

Today, we welcome Debbie Matz, the Chair of the National Cred-
it Union Administration. Chair Matz was nominated by President
Barack Obama to serve as the eighth Board Chair of the National
Credit Union Administration after confirmation by the U.S. Senate
on August 7, 2009. She was sworn in as the Chair on August 24,
2009. Ms. Matz served on the NCUA Board from January 2002 to
October 2005, and is the first NCUA Board member to return for
a second turn. She was nominated for her first term by President
George W. Bush. As the NCUA Chair, Ms. Matz heads the inde-
pendent agency overseeing the regulation and supervision of the
Federal credit unions and the National Credit Union Share Insur-
ance Fund (NCUSIF), which protects the accounts of over 6,500
federally-insured credit unions serving more than 96 million mem-
bers, and managing more than $1.1 trillion in assets.

Chair Matz, we are glad to have you here. You are now recog-
nized for 5 minutes. And without objection, your written testimony
will be made a part of the record.

STATEMENT OF THE HONORABLE DEBBIE MATZ, CHAIRMAN,
NATIONAL CREDIT UNION ADMINISTRATION

Ms. MATz. Thank you. Good afternoon, Chairman Neugebauer,
Ranking Member Clay, and subcommittee members. Thank you for
inviting me to appear before you.

When I came back to NCUA as chairman in 2009, in the wake
of the Great Recession, the credit union system was on the brink
of collapse. To prevent this, we developed an unprecedented mecha-
nism to securitize $50 billion in toxic corporate credit union assets.
Within a few months, 351 consumer credit unions, holding nearly
$52 billion in assets, were close to failing.
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Compounding the situation, NCUA’s budget and staffing in the
years leading to the crisis had not kept pace with credit unions’
growth and increasing complexity. In fact, during the 7 years lead-
ing up to the financial crisis, NCUA cut a total of 91 staff positions,
even though credit union assets had increased by 73 percent. Dur-
ing the same period, NCUA’s budget, as a percentage of credit
union assets, declined by 35 percent. NCUA was understaffed and
underresourced.

We soon rectified these problems while preventing any unneces-
sary budget and staffing growth. To efficiently manage shifting
workloads, we reallocated existing resources wherever possible. For
example, to provide more supervision to credit unions that pose
greater risks to the Share Insurance Fund, we have reallocated
exam hours away from smaller credit unions towards larger ones,
rather than simply adding new examiners.

The NCUA budget is developed from the bottom up each year,
using a zero-based budgeting process. Every office in the agency
must justify its staffing level and each expenditure. Through this
process, we efficiently allocate resources towards priorities detailed
in NCUA’s strategic plan. The full plan and budget details are
posted on our website.

NCUA leads financial institution regulators in budget trans-
parency. Our website contains a dedicated budget resource center
that includes annual fund audits, budget summaries and slides, of-
fice-by-office spending plans, and a host of other budget informa-
tion exceeding what other financial regulators disclose.

Among my top priorities are providing transparency and commu-
nicating effectively with all stakeholders. To this end, I have held
18 in-person listening sessions, hosted 11 online townhall webinars,
and crisscrossed the country speaking to and meeting with tens of
thousands of credit union officials representing every State. This is
one of the most important aspects of my job because I receive the
most useful feedback when I hear from the people who actually run
credit unions.

I heard their comments about our exam process. I heard we
needed to target regulations to risks. I heard our member business
loan rule was too prescriptive. I heard we should remove the cap
on fixed assets. I heard we needed to improve how we designate
low-income credit unions. I heard we needed to streamline how we
approve fields of membership. And I heard we needed to reduce
burdens on small credit unions.

So, I am here to tell you we listened, and we acted. We relieved
unnecessary burdens as we have modernized our regulations. The
NCUA Board remains committed to providing regulatory relief that
does not compromise safety and soundness. We continue to act on
all practical suggestions as we move toward a principles-based reg-
ulatory framework and enhance credit union powers within our au-
thority.

As NCUA eases regulatory burdens and responds to emerging
risks, our supervision budget and staff must keep pace with credit
unions’ growth and complexity. Reports by GAO and our inspector
general underscore this need.

Today, key credit union system metrics have recovered to pre-cri-
sis levels. And, notably, the percentage of assets in troubled credit
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unions has been reduced to a manageable level, down to just 1 per-
cent. The recovering economy is, in part, responsible for the im-
provements in credit union performance. Credit is also due to the
CEOs, managers, and boards who make tough choices to keep their
credit unions solvent, as well as the NCUA staff who supervised
credit unions under very difficult circumstances.

We are now on the right track. Both the credit union system and
NCUA are in remarkably better condition than when I became
chairman. I will continue working to protect the safety and sound-
ness of credit unions and protect the 100 million account holders
who are federally insured by NCUA. I look forward to your ques-
tions.

[The prepared statement of Chairman Matz can be found on page
32 of the appendix.]

Chairman NEUGEBAUER. Thank you.

Chair Matz, the NCUA approved a budget in 2015 by a vote of
2 to 1 of $279.4 million, an increase of 4.2 percent. Over the last
7 years, the average increase in the budget has been about 8.49
percent and is much—one, year I think it was 13 percent. This
kind of contrasts dramatically from the budget, say, of the FDIC,
which has been decreasing its operating costs for the last 5 years,
including 3 percent for 2015. And they cut 325 positions this year.

NCUA has reported to Congress that credit unions performed
well during the financial crisis and continue to grow and serve
their members. Further, the NCUA has previously justified these
budget increases by saying the credit unions have become more
complex. Can you kind of walk us through this pretty large budget
increase, how it is justified, and kind of elaborate how credit
unions have become more complex?

Ms. MATz. Certainly. And to your point about the FDIC versus
the NCUA budget, FDIC has two budgets: a resolution budget; and
an operating budget. During the crisis, the resolution budget went
up very dramatically and has been coming down. But when you
look at their budgets combined or their operating budget in isola-
tion, it has been very comparable to ours throughout the past prob-
ably 5 or 10 years. So we are on parity with the way the FDIC has
been operating in terms of its budget increases.

But during the crisis, we lost 102 credit unions, which cost the
credit union system about $750 million. We have been doing every-
thing we can to make sure that doesn’t happen again. I believe that
the reason we lost those 102 credit unions was because our staff
simply did not have the resources to supervise them effectively
heading into the crisis and during the crisis because we were down
by 91 employees at the time that I got there. And so, it was my
intent to make sure that we have the resources that we need to
protect the safety and soundness of the growing industry.

In front of you, you will see slide 3, which shows you our budget
as a percent, per million dollars, of federally-insured credit union
assets. And you can see that it was way down, when we had the
budget hearings. It was way down. And it has trended up some-
what. But it is still considerably lower than where we were in the
year 2000. At that point, our budget was $328 per million dollars
of federally-insured assets and now it is $249. So, I think we are
operating very effectively.
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But we need to keep ahead of the complexity of the industry. I
have said many times that NCUA should not be holding the indus-
try back. And the industry, the credit union industry, needs to stay
competitive. And so, they need to be providing electronic services
to their members. They want—they asked for and we gave them
derivative authority to hedge interest rate risk. They need more
flexibility in the way they do business. Just today, at our Board
meeting, we eliminated the cap on their fixed-asset investments.

Chairman NEUGEBAUER. Let me change direction here, because
we have a limited amount of time. A review of the NCUA’s inspec-
tor general materials, loss reviews for the limited number of credit
union failures during the financial crisis, reveals that the NCUA
examiners did routinely identify problems on a timely basis. In
other words, the examiners, it is not the issue that we had enough
examiners, but the problem, and they indicated they did uncover
the problems, but what the report did indicate was that it wasn’t
a function of not detecting the problems but the proper follow-up.
And so, it would lead one to believe that what we don’t need is
more examiners, but evidently, we need more competent exam-
iners. What is your response to the report that said that your folks
found out the problems but didn’t deal with them appropriately?

Ms. MATZ. In fact, there was a series of material loss reviews. So,
it depends on which one you look at. But their capping report,
which summarized all of the material loss reviews, said we were
not detecting problems early enough. And they did not comment on
our staffing level. But we have held the staffing level constant for
the past 4 years. So, our intent is not to increase the staff. We have
been reallocating our workload, so that we have taken examiners
from small credit unions and reassigned them to larger credit
unif(%ns so that we can do our job effectively without increasing the
staff.

Chairman NEUGEBAUER. So the number of credit unions has de-
creased by 25 percent, but the budget has gone up. That seems to
be contradictory.

Ms. MATZ. It is not contradictory. In fact, because the number of
assets and the complexity of the credit unions has gone up more
rapidly than the number of credit unions has declined. And if you
have more complex institutions, you need to have staff who are
well-trained to supervise those institutions.

Chairman NEUGEBAUER. My time has expired.

I now recognize the gentleman from Missouri, Ranking Member
Clay, for 5 minutes.

Mr. CrAY. Thank you, Mr. Chairman.

H.R. 2287 would provide credit unions and their trade associa-
tions the opportunity to participate in predecisional hearings on
the NCUA’s operating budget. It is my understanding that, relative
to other financial regulators, the NCUA is a leader amongst its
peers in providing transparency around its budget process.

Madam Chair, describe the information that you already make
available to the public concerning the NCUA’s budgeting process
and how would your budget transparency efforts compare to those
of other financial regulators?

Ms. MATZ. Thank you for that question. When I came onto the
Board in 2009, one of my top goals was to improve transparency
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and communication with all of our stakeholders. And to that end,
I began to hold listening sessions around the country. I have held
18 of them. I started holding virtual townhall meetings through
webinars. I have held 11 of them. In fact, I have one coming up
on Tuesday that was planned quite a while ago. And I have criss-
crossed the country meeting with credit unions. I find it more effec-
tive to hear from the people who run the credit unions.

When we held the hearings when I was on the Board last time,
typically what we had were three or four representatives from the
trade associations who read statements prepared by the trade asso-
ciations. And the statements were consistent across the witnesses
and through the years. And the message was cut your budget, cut
the number of examiners, cut the time you spend in the credit
unions. That was not productive. It was not constructive in terms
of developing our budget.

What is constructive is when I go out and talk to the credit union
officials and I find out what things are really on their minds and
how we can respond so that they can do their jobs better. But in
terms of transparency, we have a budget resource website that has
all of our budget advisory memos that are given to each of the
Board members, describing in detail what the budget is. We have
line-by-line budgets for each office in the agency. We have our au-
dits from our accounting firms. It goes on. There are dozens of
things on our website. I don’t really think there is much on our
website that doesn’t answer every possible question, including fre-
quently asked questions. No other financial institutions regulator
does that. And no other financial institutions regulator holds hear-
ings on its budget.

Mr. CrAY. How would enhanced disclosure of the NCUA’s oper-
ating budget and the other funds it administers support the core
operations of credit unions? I am just curious.

Ms. MaTz. I don’t think it would enhance our budget process at
all. In fact, our budget has a minimal impact on the credit unions
themselves. Our budget, as a percentage of the actual credit union
expenditures, is less than 0.02 percent. It is a very minimal
ﬁmci)unt. So, I don’t think they are adversely impacted at all by our

udget.

Mr. CrLAY. In your experience in interacting with credit unions in
the field, have you ever gotten requests from the credit unions
themselves about further transparency into the NCUA’s budget or
the other funds that it administers?

Ms. MATZ. I can tell you, as I said, I have crisscrossed the coun-
try and met with tens of thousands of credit union officials. And
I really can’t remember getting a question about the transparency
or really about our budget in general. Now that the trades have
whipped this up as an issue, you might be hearing about it. But
I can tell you in all the years that I have been on the Board, meet-
ing with credit union officials, this is not one of the issues that has
come up.

Mr. CLAY. Interesting. I appreciate your responses. And, hope-
fully, we all understand that this could be motivated by the trade
associations.

Mr. Chairman, I yield back.

Chairman NEUGEBAUER. I thank the gentleman.
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And now the gentleman from Florida, Mr. Posey, is recognized
for 5 minutes. Mr. Posey has stepped out, so we are going to recog-
nize the gentleman from Missouri, Mr. Luetkemeyer, for 5 minutes.
He has also stepped out.

Let’s go to the gentleman from South Carolina, Mr. Mulvaney,
for 5 minutes.

Mr. MULVANEY. I thank the chairman.

Chair Matz, I get a lot of questions back home about the over-
head transfer rate, the amount of money that you all take out of
the security insurance fund to use for your overhead. You mention
it in your testimony and say that the operating budget is reim-
bursed from the State insurance fund. That is the OTR, so the
overhead transfer. You go on to say that your methodology for cal-
culating the overhead transfer rate was validated in 2011 and 2013
by PricewaterhouseCoopers. On your website, and I see you have
something there as well, it says that: While
PricewaterhouseCoopers made recommendations to improve the
process on the OTR, overall, they determined that the methodology
was sound and reasonable.

So I did something that I think is fairly reasonable, which is I
went to your website to get the overhead transfer rate review,
which is the one that was done for you by PricewaterhouseCoopers
that you mentioned in your opening testimony and on the website.
And when I turned to the first section, which I think is a fairly rea-
sonable section for somebody to go to to try and get up-to-speed on
it, the executive summary, I got to page 5, and it says: “The find-
ings and conclusions of this study, which are based on an analysis
of available facts and circumstances, are presented below.” And I
get an entirely redacted section. In fact, that happens a lot. There
is a bunch of different places that are redacted. I think 15 pages
are redacted.

I tried to figure out why that was. And someplace on the website,
you all also mentioned Section (b)(4) of the Freedom of Information
Act. You go to read that, and it says that you don’t have to—or it
is okay to redact essentially things that are trade secrets and com-
mercial or financial information obtained from a person or privi-
leged or confidential material. All of which is cool. Okay.

Until T get to this, which is the unredacted copy of your agree-
mgnt.?By the way, did you know that I have this as you sit there
today?

Ms. MaTz. I didn’t know that you had it. I had no idea.

Mr. MULVANEY. Okay. You did not know that I have it. Okay. 1
am going to read to you one of the redacted sections that you all
cut out of the conclusions of the executive summary regarding
transparency. Again, you can’t get this publicly. But you can get it
if you get the unredacted version. It says: “Based on the
PricewaterhouseCoopers review, the OTR methodology was consid-
ered lacking in terms of the extent to which the classification of
NCUA’s activities between insurance and regulatory represents a
consensual view.”

It goes on to say that: “Further, there was found to be dis-
satisfaction within the industry with respect to NCUA’s efforts to
communicate and explain the OTR methodology in adequate detail.
It is recommended that the NCUA should consider providing more
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visibility on how it characterizes its activity to the different indus-
try groups and credit unions and possibly solicit their feedback
with regards to the reasonableness and accuracy of the classifica-
tion.”

How is any of that a trade secret?

Ms. MATzZ. Sir, I should point out to you that when I learned, just
recently, that that redacted version was on our website—and I
have to say I was somewhat shocked by it myself—I discussed it
with the staff and the unredacted version will be going up. How-
ever, I should point out—

Mr. MULVANEY. When did you have that conversation?

Ms. MATZ. Yesterday.

Mr. MULVANEY. Yesterday. Why did you have it yesterday? What
happened yesterday to prompt you to have a discussion with your
staff?

Ms. MATZ. I guess it was just a discussion of the things that were
on our website about—

Mr. MULVANEY. It had nothing to do with this hearing? You just
happened to be randomly looking at your website yesterday and de-
cided—

Ms. MATZ. No. No. I was discussing with the staff what we have
on our website that affects our budget and wanted to see it.

But what I wanted to say is that subsequent to that, in 2013, we
did have a study by PricewaterhouseCoopers—

Mr. MULVANEY. I got that. And if I get a chance to get to that,
I will. But let me ask you the question, who made the decision to
redact the 2011 report before it went up on the website? Was that
you? Or was that somebody else?

Ms. MATZ. Our general counsel’s office.

Mr. MULVANEY. Did you approve that decision?

Ms. MATz. I wasn’t aware of it.

Mr. MULVANEY. Do you believe that information to be a trade se-
cret?

Ms. MaTz. I don't.

Mr. MULVANEY. And your answer is, you are going to go ahead
and put it up?

Ms. MATzZ. Yes.

Mr. MULVANEY. By the way, the irony of redacting something
that says you should be more transparent—

Ms. MATZ. Yes. I got the irony.

Mr. MULVANEY. I got you. Thanks very much.

Another thing you redacted, by the way, later in the document,
it says that: “NCUA should also check if the OTR decisions are
subject to the Administrative Procedure Act and if formal notice or
comments are required on its OTR calculation process and results.”

I won’t ask you if that is a trade secret. You will probably say
it isn’t, and it is going to be on your website soon anyway. Let me
ask you, have you done that?

Ms. MATZz. Do you want me to answer the question?

Mr. MULVANEY. No. I want you to answer the question I have
asked you, which is, have you done what PricewaterhouseCoopers
asked you to do in 2011 regarding the Administrative Procedure
Act?



11

Ms. MATZ. Our general counsel has advised that we do not need
to publish it. However, in my written testimony I indicate that we
are, in fact, going to publish the formula for review and comment.

Mr. MULVANEY. Lastly, you mentioned earlier that the budget
was on your website. I have your budget. Thank you for sending
it to me. It only took me 18 months to get it. I am really excited
about having it. I got it yesterday. I appreciate that. Is the line-
by-line budget that you gave me yesterday available on your
website?

Ms. MATz. Not at this time.

Mr. MULVANEY. When it will be available on your website?

Ms. MATZ. We can put it up as soon as—

Mr. MULVANEY. Finally, there is one thing redacted in the re-
ports—I won’t read it verbatim because I don’t have time—it says
that you should look at, explore future avenues of communication
with the folks that you regulate.

Would you agree that my bill with Ms. Sinema, going back to the
original process of having input, direct input, and meetings on your
budget could be one avenue by which you could increase your com-
munication with the people that you regulate?

Ms. MATZ. It would increase the communications, but it would
not be effective.

Chairman NEUGEBAUER. The time of the gentleman has expired.

Mr. MULVANEY. I am certain that you think it won’t be. Thank
you, Mr. Chairman.

Chairman NEUGEBAUER. I now recognize the gentleman from
Georgia, Mr. Scott, for 5 minutes.

Mr. Scort. Thank you very much, Mr. Chairman.

Chair Matz, let me make sure now, the NCUA, the National
Credit Union Administration, your budget is funded through fees
from your credit unions across the country, is that correct?

Ms. MATz. That is correct.

Mr. ScorT. So it is safe to say the credit union members them-
selves bear the total cost of the agency’s operations and expenses?

Ms. MATz. That is correct.

Mr. ScorT. Okay. Let me ask you this, do you hold public hear-
ings for your budget?

Ms. MATZ. No.

Mr. ScoTT. Can you tell me why you do not do that?

Ms. MATZ. I make it my business to go out and meet with the
people who run the credit unions and have significant dialogues
with them on any issue that they would like to discuss. When we
had budget hearings in the past, we were just hearing from the
trade associations, from one representative from each trade asso-
ciation. We were not hearing from the people who have their funds
in the credit unions or really from the people who run the credit
unions.

Mr. ScorT. Do you think that is a very good way of holding your-
self accountable to these stakeholders? Do you think that it could
be improved if you did have public hearings, where the people who
are paying the freight would have an opportunity to interact with
you and you have an opportunity to satisfy any concerns that they
may have about your budget which they are paying for?
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Ms. MaTz. When you say “they” are paying for, I assume you
mean the credit unions. And I would take exception to that. Credit
unions are cooperatives that are owned by their members. They
can only raise capital through retained earnings.

Mr. ScoTT. But, ma’am, you just agreed with me that the credit
unions’ fees provide your budget.

Ms. MATZ. Yes. But it is not their money. We assess the credit
unions. But it is the members who own the credit unions. And it
is the members’ funds. And if we don’t have adequate resources, we
can’t protect those funds.

Mr. Scotrt. Okay. Well, the members are the credit unions, and
the credit unions are the members.

Ms. MaTz. No. That is not true.

Mr. ScoTT. And the members come from them.

Ms. MaTz. I disagree with that.

Mr. ScorTt. What do you disagree with?

Ms. MaTz. I don’t believe that the credit unions necessarily rep-
resent the members. And if they did, they wouldn’t be asking us
to cut our budget because I think the members would like us to
protect their life savings and would like us to have the resources
that we need to do that adequately.

Mr. ScorT. That is why I think it would help you and help with
the transparency if you did have hearings. The record is clear. I
don’t see how you could have such a negative attitude toward the
very people who, through their fees, are paying your salaries, your
operating expenses.

Let me go on. I have another question here. Is it true that you
have a secure room, in quotes, “a secure room” at your head-
quarters?

Ms. MATZ. Yes.

Mr. ScoTT. What is the purpose of this room?

Ms. MATZ. It is a sensitive compartmentalized information facil-
ity, known as an SCIF. And we are required to have it by Execu-
tive Order so that we can communicate sensitive information.

Mr. ScoTT. And how often is this room used?

Ms. MATZ. There is somebody there every day monitoring it.

Mr. ScoTT. And how much did it cost to create this room?

Ms. MATZ. It cost over a million dollars. I don’t know exactly how
much.

Mr. ScorT. And did you do a cost-benefit analysis before to deter-
mine what the cost and benefits were?

Ms. MATZ. We knew what the cost was going in, and we knew
we were complying with an Executive Order and that we can’t re-
ceive or disseminate classified information without it. We can’t do
our job without it.

Mr. Scort. Without this—

Ms. MaTz. Correct. In this—

Mr. ScorT. Why do you say you can’t do your job without it?

Ms. MATz. Because if there is classified information to be trans-
mitted, we wouldn’t be able to either transmit or receive it. We
would have to go to somebody else’s facility. In other words, before
we had it, we would have to go to the Treasury Department, for
instance, in order to be part of the classified discussion, in order
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to receive the information. And so now, just like all of the other
Federal financial regulators, we have that facility on the premises.

Mr. ScoTT. Okay. I think, from what I have heard you say, that
it would not be a bad idea for you to consider—I think it would
help with the relationship building with your credit unions. They
play a vital role in what you are doing. And it is very important
for transparency. So I think from your testimony here, it shows
that there is a need for you to consider having public hearings for
those who are paying the freight.

Chairman NEUGEBAUER. The time of the gentleman has expired.
I now recognize the gentleman from Florida, Mr. Posey, for 5 min-
utes.

I will say to the Members, I am going to try to strictly adhere
to the 5-minute rule. We are going to have votes here in a little
bit. And I would like to get as many Members in as possible before
that. We do plan, if Members intend to continue with the hearing,
to come back after votes. But we would like to get through as many
as we can.

Mr. Posey, you are recognized for 5 minutes.

Mr. Posey. Thank you, Mr. Chairman.

Madam Chair, the NCUA has said that a limited number of cred-
it unions would be downgraded if the risk-based capital proposal
was in place today. I am interested in what impact this proposal
would have had if it had been in place at the height of the fiscal
crisis in 2009. Has the agency prepared or seen any analysis of how
many credit unions would have been downgraded during the crisis?
And of those that would have been downgraded under the proposal,
how are they doing today without the proposal having been in
place at the time? Do you kind of follow that question?

Ms. MaTz. I think I do.

Mr. PoseEy. Okay. Did they all go away? Or are most of them
doing fine today?

Ms. MATZ. Our analysis is that if we had that risk-based capital
proposal in effect prior to the crisis, we wouldn’t have lost all of
the credit unions that we lost during the crisis. I don’t have the
exact number with me, but I can get it for you.

Mr. POSEY. Yes.

Ms. MATzZ. Is that what you were asking?

Mr. Posey. Yes. I have some credit union data which indicated
that had the proposal been in place during the financial crisis, it
is estimated that only 45 credit unions would have been down-
graded. And of those, 41 would be well-capitalized today. The point
is, that is the pain this proposal will cause all credit unions worth
the gain of regulating a few bad actors that NCUA could have al-
ready reined in through the normal exam process?

Ms. MaTz. Back-testing has shown that had we had that in
place, it would have caught a large number of those 102 failed
credit unions, in fact. First of all, we are required by statute to
have a risk-based capital rule comparable to the other financial
regulators. And so, this is meeting our statutory responsibility. But
we have modified the rule. We feel that it is important to have a
forward-looking indicator. So it was not intended to really catch
credit unions now. It was intended to get them to start planning
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so that they monitor the risks in their portfolios and have sufficient
capital to cover those risks going forward.

Mr. Posey. Okay. The Risk-Based Capital Study Act was re-
cently introduced in the House to require the NCUA to examine
certain issues with respect to this proposed rule. Under the legisla-
tion, the NCUA would not be able to move forward on the proposal
until after this study is completed. Given that the second risk-
based capital proposal received an even higher number of com-
ments than the first, has there been any discussion at the agency
to slow down the process here and, perhaps, study the issue further
before proceeding ahead with the final rulemaking completion?

Ms. MaTz. Thank you. We studied the issues exhaustively be-
tween the first and second proposal, which is why it was almost
completely rewritten in response to the comments we got from
Members of Congress and from the credit unions. So, I don’t intend
to delay it. We are reviewing the comments that we have gotten.
And the ones that are substantive, and we are responding to, are
mostly positive. There were a lot of form letters, mostly form let-
ters, and most of them simply stated: Don’t pass another risk-based
capital rule. We do have a statutory responsibility to go forward.

Mr. Posey. My thought was that if it took 12 months last time
to come up with a new proposal, shouldn’t we kind of be giving it
the same amount of time and effort to review the current one just
to make sure we get it right?

Ms. MaTz. I feel like we have gotten it right.

Mr. Posey. Many more comments to respond to and a whole lot
more input.

Ms. MATZ. The comments are mostly form letters saying we don’t
need a risk-based capital rule. So they really weren’t very construc-
tive or prescriptive. But we have studied it. I don’t know what
more we can study. We have studied it in-depth. And we feel that
this is a very fair rule that will not immediately impact more than
about 20 credit unions which can either raise more capital or shift
some of the risk out of their portfolios. For the rest of the credit
unions, it actually adds to their capital or net worth.

Mr. Posey. How many do you regulate? So we are saying 20 out
of how many?

Chairman NEUGEBAUER. I'm sorry, the gentleman’s time has ex-
pired.

Ms. MATz. 6,100.

Chairman NEUGEBAUER. I now recognize the gentlewoman from
New York, Mrs. Maloney, for 5 minutes.

Mrs. MALONEY. Thank you very much.

Chair Matz, I speak to my credit unions all the time. And, quite
frankly, they have never raised transparency of the budget. Is this
a really big issue with the credit unions, the NCUA?

Ms. MATz. I have heard a lot from the trade associations about
it. But when I go out and talk to the credit unions, up until now
I really have not heard about it at all.

Mrs. MALONEY. Okay. Despite the very significant and substan-
tial revisions to your risk-based capital rule, the credit union in-
dustry continues to express concerns that some of the risk weights
assigned to credit unions will unnecessarily require them to hold
additional capital and will ultimately restrain their ability to lend
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as much as they would like. So my question is, how do the risk
weights under your revised proposal for credit unions compare to
similar risk weights for banks?

Ms. MATZz. Thank you. Many of the risk weights that we have are
comparable to banks. In fact, about 75 or 80 percent of the assets
in credit unions would be weighted exactly the same as they are
for banks. And I think another 15 or so percent would actually be
weighted less than they are for banks. So we are pretty comparable
to how the banks are risk-weighted.

Mrs. MALONEY. Do you think credit unions should be the same
as banks?

Ms. MATz. We have exempted credit unions that are under $100
million because they are not complex. But for the complex credit
unions, yes, I do.

Mrs. MALONEY. Okay. And I have heard a whole disparity of
opinions on your third-party vendor proposal. The GAO and the
FSOC support your position for enhanced authority. But the credit
unions make the argument that it is not necessary and would lead
to increases in regulatory burden in your budget. Can you tell me,
what are gaps in your regulatory authority, and whether it would
increase your budget?

Ms. MATZ. If there is one thing that keeps me up at night, it is
the cyber threat, and our lack of vendor authority. We are the only
financial banking regulator that does not have vendor authority. It
really ties our hands in being able to make sure that the system
is secure. So we are requesting the legislative authority because if
we see a red flag, we need to be able to go in and examine, super-
vise that third party, and, if there is a problem, to get them to cor-
rect it, and to let credit unions know about it. We simply don’t have
that authority now.

Mrs. MALONEY. Okay. That is a consideration.

I am also aware of legislation that is pending that would require
NCUA to hold budget hearings before your budget has actually
come out. But I understand that you are a peer leader in trans-
parency. Can you describe the information you make available?

Ms. MaTz. We have a budget resource page on our website which
has very extensive information. I don’t know any other financial in-
stitutions regulator that provides any budget information on their
website or at least it might be minimal. But we provide very exten-
sive information on our website. I believe we are more transparent
than any other Federal financial institutions regulator in terms of
our budget.

Mrs. MALONEY. And can you explain how your supplemental cap-
ital proposal could work with the revised risk-based capital rule
when finally implemented?

Ms. MATzZ. NCUA has the authority to permit credit unions to
raise supplemental capital, but only for the purposes of their risk-
based capital ratio. And that is not included in our risk-based cap-
ital proposal. So at the time that we finalize it, we intend to put
out a proposed rule which would permit credit unions to raise sup-
plemental capital for the purposes of their risk-based capital ratio.

Mrs. MALONEY. And, finally, in your written statement you men-
tioned your support for H.R. 1188, bipartisan legislation that would
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permit more small business lending by credit unions. Can you de-
scribe how that would help credit unions across the country?

Ms. MaATz. Credit unions now operate under a statutory cap,
which I feel is very arbitrary.

Mrs. MALONEY. What is the cap?

Ms. MATz. The cap is 1.75 times net worth, required to be well-
capitalized. And so, as a regulator, I would like to see credit unions
diversify their portfolios. I think business lending is an important
part of that portfolio.

Mrs. MALONEY. My time has expired. Thank you.

Chairman NEUGEBAUER. I thank the gentlewoman.

I now recognize the gentleman from Missouri, Mr. Luetkemeyer,
for 5 minutes.

Mr. LUETKEMEYER. Thank you, Mr. Chairman.

Madam Chair, last year, the day before this committee scheduled
a markup on H.R. 4042, which is my legislation to require a stop
and study of MSAs, you sent a letter asking that, and I quote, “the
House Financial Services Committee refrain from considering
amendments to tomorrow’s markup related to NCUA’s risk-based
capital rule.”

I have never received a letter from an Executive Branch agency
asking me not to do my job, which is to legislate. Can you please
explain?

Ms. MATz. I just felt as a regulator, that it was important for the
safety and soundness of the system. And I was concerned about it.

Mr. LUETKEMEYER. Let’s figure out first here the responsibilities
of each branch of government. My understanding is that the re-
sponsibility of the Legislative Branch is to propose legislation. And
in each bill we pass, there is a clause that always says that the
Executive Branch and the departments that pertain to whatever
the legislation is about have the ability to implement and promul-
gate rules that will implement the law. And so I don’t know where
the Executive Branch has the authority or the reason to tell us
what to do.

Ms. MATz. I wasn’t telling you what to do. I was just—

Mr. LUETKEMEYER. Madam Chair, you asked that the House re-
frain from considering amendments. You were telling us not to do
any amendments to the capital-based rule.

Ms. MATzZ. I was telling you to, yes, as a consideration so that
I could do my job and protect the safety and soundness of the sys-
tem.

Mr. LUETKEMEYER. My point is that the Executive Branch should
carry out the wishes of the Legislative Branch.

Ms. MATZ. Absolutely.

Mr. LUETKEMEYER. And this is the problem with this entire Ad-
ministration. Right now, the Legislative Branch is being com-
promised because they believe the Executive Branch can go out
through Executive Order and through bureaucratic fiat create law.
That is not the way the Founders designed these three branches,
coequal branches, by the way, of government. This is not what they
intended for the Executive Branch to do. And, quite frankly, I hope
from now on you will refrain from telling us what to do.
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Also, I am kind of curious, you came up with a risk-weighted
rule. I was wondering if you did any sort of study to evaluate with
regards to MSAs their performance during the financial crisis?

N Mg MaTz. 1 believe that we did, yes. I don’t have the information
andy.

Mr. LUETKEMEYER. Okay. One of the things that I am working
on is with regards to SIFI designations, both for banks and
nonbanks. NCUA sits on FSOC, is that not correct?

Ms. MATz. Correct.

Mr. LUETKEMEYER. Can you explain to me how you could vote for
designating four nonbanks, three insurance companies and another
industry, as SIFIs?

Ms. MATZ. Yes.

Mr. LUETKEMEYER. What criteria did you use?

Ms. MATZ. We used the criteria that was set out in the Dodd-
Frank Act.

Mr. LUETKEMEYER. What did you use?

Ms. MaTz. The criteria that were set out based on their size,
interconnectedness, their leverage.

Mr. LUETKEMEYER. Okay. How big is the biggest credit union?

Ms. MATZ. About $65 billion.

Mr. LUETKEMEYER. Is it a SIFI?

Ms. MaTz. Not within the financial system, but certainly within
the credit union system. What I am saying is that it is systemically
important to our fund in the credit union system. But it would not
be considered systemically important to the entire financial serv-
ices system.

Mr. LUETKEMEYER. Right now, there is a threshold of $50 billion.
Anybody above that has to comply with the stress tests and all
sorts of other rules and regulations. Does this credit union comply
with that?

Ms. MATZ. Yes.

Mr. LUETKEMEYER. Okay. Are you considering designated—would
you support designated as a SIFI then? Is it interconnected
enough?

Ms. MATz. The financial institutions that have prudential regu-
lators are not considered as SIFIs under the FSOC designations.
Those are for nonbank institutions.

Mr. LUETKEMEYER. I only have 30 seconds left. I have one more
question I want to get to before we run out of time, with regard
to designating these insurance companies as SIFIs. I was in the in-
surance business for 30 years. I have no idea how you can tell me
that one insurance company, if it goes down, destroys the entire
economy. Can you give me an example of how this works?

dMs. MATz. We look at mainly their leverage, their interconnect-
edness.

Mr. LUETKEMEYER. On FSOC, Mr. Woodall is one of the mem-
bers, and he represents the insurance industry, and he voted
against that.

Ms. MATz. That is right.

Mr. LUETKEMEYER. Why would you vote against him, somebody
who actually knows the industry and represents them?

Ms. MATzZ. 1 think that is why the Act was written the way it
was, where it brings diversity, and we bring our individual perspec-
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tives. And we get briefed by the staff. We get information from the
entity. And then we each make up our respective minds.

Chairman NEUGEBAUER. The gentleman’s time has expired.

Mr. LUETKEMEYER. So you are going to ignore the one person
who has best knowledge of the industry.

Thank you.

Chairman NEUGEBAUER. I now recognize the gentleman from
North Carolina, Mr. Pittenger, for 5 minutes.

Mr. PITTENGER. Thank you, Mr. Chairman.

Chair Matz, I would like to kind up pick up on that. In 2014, and
again on July 20, 2015, the former chairman of this committee,
Barney Frank, an author of the Dodd-Frank bill, stated that he did
not believe that asset managers should be regulated as SIFIs.
Would you state your perspective then on why you believe that
they should be?

Ms. MATZ. Asset managers? We are now looking at the asset
manager activities rather than designating specific asset man-
agers—

Mr. PITTENGER. Do you believe they are systemically risky?

Ms. Matz. Pardon me?

Mr. PITTENGER. Do you believe that asset managers are system-
ically risky? And if so, how?

Ms. MAaTz. We are looking at the activities that they perform.
And there might be activities that are systematically risky. But we
have not finished that analysis at this point.

Mr. PITTENGER. Can you name any specific asset managers that
you believe are of concern to you as chairman of NCUA?

Ms. MaTz. We are looking at all the asset managers.

Mr. PITTENGER. But you can’t?

Ms. MATZ. I would rather not. We are looking at all the asset
managers. We are not, I am one member—

Mr. PITTENGER. Systemic risk—

Ms. MATz. Pardon?

Mr. PITTENGER. —to the financial system in this country. Can
you name any?

Ms. MATZ. We are not designating asset managers. We are look-
ing at the activities of asset managers. And until I am briefed on
it, I don’t have an opinion.

Mr. PITTENGER. We received testimony, this committee did, that
the SIFI designation for asset managers would result in $100,000
in cost to each investor. Are you aware of that?

Ms. MATZ. No. But we are not designating asset managers now.
We are looking at the activities of the asset managers. And that
is a long way off. We are only beginning to have those studies done.

Mr. PITTENGER. But that is where you are probing. That is what
is on your radar screen. Do you believe that any action taken by
FSOC to designate asset managers and their activities systemically
important would be consistent with the congressional intent of
Dodd-Frank?

Ms. Matz. I think if we finally got to the designation, we
wouldn’t make that designation unless we believed that. And I cer-
tainly wouldn’t support it unless I believed that.

Mr. PITTENGER. Chair Matz, what do you understand is the busi-
ness of an asset manager? Would you explain to me their business?
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Ms. MATZ. It is managing the assets of individuals.

Mr. PITTENGER. All right. They have the obligation to their cli-
ents to invest, is that right?

Ms. MATz. Correct.

Mr. PITTENGER. And these are owned by the clients, they are
third-party custodians?

Ms. MATzZ. Yes.

Mr. PITTENGER. They have contractual obligations. They are ad-
visers, and they are agents, aren’t they?

Ms. MATZ. They are—

Mr. PITTENGER. They are advisors, and they are agents on behalf
of their clients. Is that correct?

Ms. MATzZ. Yes.

Mr. PITTENGER. I think it is important to note that these man-
agers don’t also employ the balance sheet leverage. Is that correct?

Ms. MATZ. To the best of my knowledge, it is.

Mr. PITTENGER. Thank you. I yield back.

Chairman NEUGEBAUER. I thank the gentleman.

And now the gentleman from New Hampshire, Mr. Guinta, is
recognized for 5 minutes.

Mr. GUINTA. Thank you very much, Mr. Chairman.

Chair Matz, as I stated in my opening statement, financial insti-
tutions across the Nation are merging or consolidating at what I
would consider a pretty alarming rate. And that concerns me be-
cause, to me, that represents less access to credit for a whole host
of individuals for a whole host of needs that families, average fami-
lies require. There were 12,891 credit unions back in 1990. And
today, I believe we have about 6,200, according to the first quarter
data that you put out. So would you talk to me a little bit about,
over the last 25 years, why there were so many consolidations and
if you think—what, if any, portions of Dodd-Frank would have
something to do with that? Or if you don’t think Dodd-Frank had
anything to do with that, I would like to know that as well.

Ms. MAaTz. We provided some slides. Just in reference to that last
question, slide 1 shows the decline in federally-insured credit
unions since 1990. And you can see the trajectory started in the
early 1990s and has just continued after Dodd-Frank. It did not
start with Dodd-Frank. So, personally, I don’t think Dodd-Frank
was related to credit union failures. But it is a sad story. And it
is one that has been very frustrating to me because we lose about
250 credit unions a year. And that has been consistent for the past
20 years. It is a result, I think, of not being able to achieve econo-
mies of scale, of not being competitive in the marketplace. Fre-
quently a manager who has been running the credit union for 25
years decides to retire, and there is no succession plan. And the
Board realizes that their members could probably be better served
by merging. So, the vast majority are voluntary mergers.

We have an Office of Small Credit Union Initiatives, which I
helped to create when I was on the Board last time, which works
with small credit unions and provides free consulting services for
them. And they have helped about 600 credit unions grow from the
definition of small to large. So, in that number there, that includes
some credit unions, I believe—I might be wrong—but there are
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about 600 credit unions that aren’t considered small anymore be-
cause now they are over the limit.

But it is a source of frustration because small credit unions fre-
quently are located in areas where there are no other insured fi-
nancial service institutions. And so we really try to work hard and
do a lot of hand-holding and we have exempted small credit unions
from a number of our regs so that we can—where we can—mitigate
the regulatory burden on them.

Mr. GUINTA. So because of the trajectory before Dodd-Frank, you
are saying, Dodd-Frank, because of the losses post and pre are es-
sentially similar or identical, you are saying Dodd-Frank has noth-
ing to do with it?

Ms. MaTz. I haven’t seen any evidence of it.

Mr. GUINTA. Okay.

When I talk to bankers who are running credit unions in New
Hampshire, they talk to me about the regulatory burden, the com-
pliance requirements. Anywhere from 10 to 30 percent of their time
is now focused on regulatory. So I couldn’t speak to pre-Dodd-
Frank. But I can tell you that post-Dodd-Frank, that is the single
largest concern expressed to me by credit union executives. If that
is what they are telling me, and they are on the ground, it is not
consistent with your opinion relative to Dodd-Frank.

Ms. MATZ. I just haven’t seen evidence of it. I know that there
is a burden on small credit unions. There is a burden on all credit
unions. Small credit unions have a very difficult time dealing with
the regulatory burden, but it is the regulatory burden in general.
It is not necessarily NCUA.

The one I hear most about is BSA. They have a great deal of dif-
ficulty complying with BSA. So if I had to pick one, that would be
the one that I hear most about.

But I just can’t answer that. I just don’t know, but it is very frus-
trating to me that we are losing so many small credit unions. And
we work hard to meet with them and to see if there are ways that
we can change our policies so that we can help them out.

Mr. GUINTA. In New Hampshire, we have about 1.3 million peo-
ple, so we are very community-based. So I understand the concerns
or the items that you ticked off, economies of scale. I disagree with
that, because in New Hampshire we tend to go look to our local
community bank or credit union for help. But I would invite you
to come to New Hampshire with me, and meet some of these credit
union execs because I would love to—

Ms. MATz. I would welcome the opportunity to do that.

Chairman NEUGEBAUER. The gentleman’s time has expired.

Ms. MaTz. I would like to do that.

Mr. GUINTA. Thank you, Mr. Chairman.

Chairman NEUGEBAUER. I will now go to the gentleman from
Colorado, Mr. Tipton, for 5 minutes.

Mr. TipTON. Thank you, Mr. Chairman.

And thank you, Chair Matz, for being here. In NCUA’s 2014 an-
nual report, it is noted that 17 of its 15 credit union failures oc-
curred because of instances of fraud and ended up costing the
Share Insurance Fund $36.5 million as well as, in October 2014,
at the NCUA Board meeting, your CFO Mary Woodson stated that
94 percent of the losses to the Share Insurance Fund were related
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to fraud. Are these fraudulent-related losses to the Share Insur-
ance Fund, are those of concern to you?

Ms. MATZ. They are a concern on the one hand because it is
fraud. But in terms of the impact on the Share Insurance Fund, it
is a minimal impact. But, yes, unfortunately, mostly the fraud oc-
curs in small credit unions because they tend not to have internal
controls or have very few internal controls. So—

Mr. TipTON. And that is part of your oversight—

Ms. MATz. It is.

Mr. TIPTON. It is. And perhaps a little follow-up on my colleague
Mr. Guinta’s comments with regard to the regulatory process. You
discussed several NCUA priorities and initiatives, including a pro-
posed rule on risk-based capital for credit unions, vendor examina-
tion authority, and stress testing for credit unions. If the NCUA is
unable to prevent $36.5 million in losses to the Share Insurance
Fund this last year, is it really going to be capable of handling ex-
panded regulatory authority?

Ms. MATZ. I believe we are, yes. The fraud—

Mr. T1PTON. How many more people will you have to add?

Ms. MATZ. None. We are not planning to add any more people.
We are reallocating resources, but we don’t intend to add any. We
intend to train people differently, but we are not planning to add
any more.

Mr. TipTON. Do you own any responsibility on that? because you
said that part of this failure was regulatory in nature. What are
you doing to address that?

Ms. MATZz. The fraud failure?

Mr. TipTON. Yes. You didn’t identify it.

Ms. MATz. We have given our examiners more training on deal-
ing with fraud, and we have provided certifications for a number
of examiners, fraud certification.

Mr. TipTON. Is all of that training completed now?

Ms. MATzZ. It is ongoing.

Mr. TIpTON. It is going to be ongoing. Chair Matz, in 2014 the
NCUA issued a final rule that was going to require the submission
of capital planning proposals and stress testing for credit unions
with assets greater that be $10 billion. The rule applies to five
credit unions that already conduct their own stress testing.

What was inadequate about the internal stress test that spurred
the NCUA into creating a stress-testing rule that is not required
by Dodd-Frank?

Ms. MATZ. We couldn’t validate the individual stress testing that
they are doing, and so we weren’t. They are our largest credit
unions and they certainly pose, each individually and certainly as
a group, a large risk to the Share Insurance Fund. We needed to
make sure that they are holding sufficient capital, and so we are
doing the stress tests now. But after 3 years, when we have a
record and know how they operate, they can apply to us to then
just do their own stress testing.

Mr. TIPTON. You just used the words, “We couldn’t verify the ve-
racity of their stress tests. We couldn’t monitor it.” Do you do the
stress testing through the NCUA?

Ms. MATz. No. We contract that work out.
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Mr. TIPTON. So it is not you at all. You don’t have the expertise
to be able to do this?

Ms. MATz. No, that is correct. That is correct.

Mr. TipTON. That is correct. So what do you pay for that?

Ms. MaTz. For the contract? It is $4 million.

Mr. TIPTON. $4 million, and that is in your budget, I assume.

One other question I would like to be able to address is the ex-
pansive powers that we are seeing out of Dodd-Frank, FSB, FSOC,
organizations that you are affiliated with, obviously, in terms of the
broadening regulatory net. We see General Electric now trying to
be able to dispose of assets in order to not be classified as a SIFI.
That is going forward.

Chair Matz, as a member of the FSOC, are you willing to be able
to give some kind of a roadmap so that these businesses are not
just shooting in the dark as to whether or not they are going to
be designated? Because from what I am hearing from you and from
other representatives of the Administration, once we put one mark-
er down, we are then going to go after shadow banking, which will
require more regulation, which will require more Administration.
So are you willing to give a roadmap so the businesses know what
to be able to do?

Ms. MATZ. I think that is very important, yes.

Chairman NEUGEBAUER. The time of the gentleman has expired.

Mr. TipTON. Thank you.

Chairman NEUGEBAUER. The gentleman from Texas, Mr. Wil-
liams, is recognized for 5 minutes.

Mr. WiLLiaMS. Thank you, Mr. Chairman.

And thank you, Chair Matz, for being here today. Chair Matz,
we have become aware of an NCUA policy of awarding on-the-spot
bonuses and cash awards to employees, cash bonuses of up to
$2,500 that can be paid to employees twice a year, and they get
these for services going above and beyond the call of duty. We have
heard that the NCUA’s HR department bragged, actually bragged
about paying over $1.2 million in these bonuses in 2014, frankly,
for just doing your job.

Now, from what I can see, there appears to be little to no control
over these payments. Any manager can give a cash award to any-
one with as little as a one-paragraph justification. We are told that
this program has become commonplace within the agency. So my
first question is, who approves these bonuses, and what policies
and controls are in place to manage the distribution of these cash
rewards?

Ms. MATz. For the smaller ones, the $250 on-the-spot awards, it
is the first-level supervisor. They can only give a certain budgeted
amount each year. So, that is somewhat prescribed. They can’t just
keep giving them. They only have a certain number that they can
give. The larger it is, the more signoffs they need on it.

Mr. WiLLiamSs. Have you personally awarded such bonuses to
your staff?

Ms. MATZ. Yes.

Mr. WiLLiAMS. To whom and in what amounts?

Ms. MATz. That is a good question. I believe I—

Mr. WILLIAMS. It is only money.
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Ms. MATZ. I believe I awarded $2,500 to my chief of staff, who
had not received a pay raise in 5 years.

Mr. WiLLIAMS. A lot like the private sector.

Ms. MATZ. I'm sorry?

Mr. WiLLiAMS. Much like the private sector that hadn’t received
any pay raises.

Ms. MATZ. And I provided a cash award to my administrative as-
sistant, and I believe that was either $1,000 or $1,500.

Mr. WiLLIAMS. When was the last time you awarded one of these
bonuses?

Ms. MaTz. It was probably a year ago.

Mr. WiLLiams. Okay. Now, how about in 2015? How many on-
the-spot bonuses or cash awards has NCUA given out?

Ms. MATZz. I don’t know, but it is on our internal website. We
post it so our employees are aware of who is getting awards.

Mr. WiLLIAMS. But you are not sure how many went out?

Ms. MATz. I don’t know. As I said, we have a total amount, a pre-
scribed amount, beyond which the agency can’t go.

Mr. WiLLiAMS. Okay, now correct me if I am wrong, but this is
money that the credit unions give to you through fees.

Ms. MATZ. I'm sorry.

Mr. WiLLIAMS. This is money that the credit union gives to you
in fees?

Ms. MATz. Correct.

Mr. WiLLIAMS. Okay, and for the purpose of supervision to en-
sure safety and soundness?

Ms. MATz. Correct.

Mr. WILLIAMS. But I bet some of these credit unions would actu-
ally love to be lending out the money to their customers rather
than having some bureaucrat in Washington get a bonus for just
doing her job. So what would you say to the credit unions that I
have back in my district? I have quite a few. What would you say
to the credit union community about these bonuses?

Ms. MATZ. I would say that they are bonuses to people who work
very hard to protect the safety and soundness of the deposits that
members have in their credit union, and that when people go above
and beyond, they deserve to be recognized so that we can retain
our talented employees.

Mr. WILLIAMS. And you think the credit unions would agree with
you as opposed to having that money to loan out to small business
owners like me?

Ms. MATzZ. I have no idea.

Mr. WILLIAMS. It might be a question you want to ask them the
next time you meet with them.

Ms. MAaTz. I am sure they give bonuses to their employees as
well, using their members’ money.

Mr. WiLLiAMS. Finally, since this hearing is focused on trans-
parency, would you provide this committee with a complete list of
employees who have received these bonuses in 2014 and 2015, so
that we can shed some light on the policy and learn more how it
works?

Ms. MATZ. Sure.

Mr. WiLLiAMS. Would you do that for us?

Ms. MATZ. Absolutely.
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Mr. WiLLIAMS. I would appreciate it.

Mr. Chairman, I yield back.

Chairman NEUGEBAUER. I thank the gentleman.

And now the gentleman from Kentucky, Mr. Barr, is recognized
for 5 minutes.

Mr. BARR. Thank you, Mr. Chairman.

Chair Matz, I want to continue along the lines of questioning
from Mr. Williams over here regarding not just bonuses but some
of the, what I would consider irregularities, in the NCUA’s 2015
budget.

In the Office of Consumer Protection, pay and benefits for 2015
are $7.3 million, up 9 percent, I believe, or equal to $600,000, yet
the office has only added 2 people. What accounts for this large
budget increase?

Ms. MaTz. I would have to get back to you on that, sir.

Mr. BARR. Okay, if you could, that would be great.

And given the fact that the Consumer Financial Protection Bu-
reau has now been with us for 4-plus years, how is this Office not
duplicative of the mission of the Bureau?

Ms. MATzZ. It deals with the fact that the CFPB examines finan-
cial institutions over $10 billion. Our Office of Consumer Protection
does fair lending exams on credit unions of all other sizes, which
we are required to do by law.

Mr. BARR. But, obviously, the Bureau has—the Bureau’s policies
impact credit unions that have less assets than $10 billion. Do you
agree?

Ms. MATZz. They impact them, sure.

Mr. BARR. Sure. And so my question is, why is an Office of Con-
sumer Protection necessary within your agency?

Ms. MATZ. As I said, they do exams, fair lending exams, which
the CFPB doesn’t do. They also respond to consumer complaints
about their credit unions because CFPB only handles complaints on
institutions above $10 billion.

Mr. BARR. How about the Office of Small Credit Union Initia-
tives? Your annual report says that half of all small credit unions
shrank in 2014 with an average return on assets of just 4 basis
points. Obviously, these institutions are struggling. Yet, your budg-
et cuts the programming budget to offset a 5-percent pay increase
for office staff, the overall budget is unchanged, so this appears to
be a pure shift from programming to employee pay. Am I misinter-
preting that, or is that accurate?

Ms. MATZ. I don’t know. I would have to go back and look at it.

Mr. BARR. Okay. I think the credit unions would appreciate you
looking at that because it may not be the right message to send,
particularly to struggling credit unions.

Ms. MATZ. And I would be happy to come up and discuss this
with you once I get briefed on it and understand it myself.

Mr. BARR. Thank you. One other question on this, on the 2015
budget, for the Office of Human Resources, why does the NCUA
need 44 human resources staff to service fewer than 1,300 employ-
ees? By my calculation, that HR-to-staff ratio is 1 to 30, which is
3 times higher than the average for a large company. So why such
a robust HR division?
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Ms. MATZ. We have 9 percent turnover, so they are constantly
putting out vacancy announcements, arranging interviews, doing
outreach, handling all of our benefits. I can’t—

Mr. BARR. And yet.

Ms. MATZ. I can’t defend the exact number, but I am just telling
you what they do.

Mr. BARR. Okay. No, I hear that, and yet also the HR office is
spending $3 million on contracted services. So you have a very
large staff plus you are contracting out.

Ms. MATZ. They also handle all of the training for our examiners,
so that is part of their budget. And the contracting also includes
the hotels that they use for the training.

Mr. BARR. Okay, let me shift really quickly to, again, this idea
of the conflicting missions of the NCUA and the CFPB, and I will
just take an example on payday lending. On page 24 of NCUA’s an-
nual report, that report mentions NCUA’s effective payday alter-
native loans rule, under which Federal credit unions may charge
up to 28 percent on short-term loans meeting certain conditions.
The Bureau has proposed its own payday proposals that are widely
expected to prohibit credit unions to continue to offer the product
that your rules specifically permit. Can you address this apparent
contradiction?

Ms. MaTz. I have, and the parameters of our rule are exempted
from the CFPB rule. They didn’t exempt our rules explicitly, but
they wrote it so that our—

Mr. BARR. I understand the way it is written, and I under-
stand—but as a matter of policy, okay, this is the policy of the gov-
ernment, on the one hand. One agency, the Bureau, accuses these
providers of short-term credit as predatory on the one hand, and
yet, you are offering the same products?

Ms. MATZ. No.

Mr. BARR. —or permitting the same product, rather?

Ms. MATZ. No. Our product is an alternative because it can only
be a maximum of—

Mr. BARR. I don’t believe it is necessary—I am not saying it is
predatory. I am just saying there is a conflict in how the Federal
Government is treating these products.

Ms. MaTz. They are looking at the predatory loans, which are
maybe 300 percent, and the credit union loans have a maximum
APR of 28 percent. So we provide guidance so that credit unions
can make those loans in a way that competes with the more expen-
sive loans, but is much more reasonable for their members.

Chairman NEUGEBAUER. The time of the gentleman has expired.

Mr. BARR. I thank the chairman, and I yield back.

Chairman NEUGEBAUER. I ask unanimous consent that the gen-
tleman from California, Mr. Royce, a member of the full Financial
Services Committee, be allowed to join the panel and ask questions.

Without objection, Mr. Royce is recognized for 5 minutes.

Mr. ROYCE. Thank you, Mr. Chairman.

And thank you very much, Chair Matz, for being with us today.
It is good to see you. I want to thank the NCUA for its recent ef-
forts in working to provide regulatory relief to credit unions that
are sound, and safe, and stable. And I think doing so will be bene-
ficial not only to the credit union members, but also to the Amer-



26

ican economy. I also appreciate your testimony today in support of
legislation that Mr. Meeks and I have crafted to provide relief to
credit unions from the member business lending cap. As you ex-
pressed, particularly for smaller credit unions, the current statu-
tory cap makes it very difficult or impossible for credit unions to
successfully support the small business community.

While your testimony specifically cites your support for this bill,
H.R. 1188, the Credit Union Small Business Cap Jobs Creation
Act, T also want to get your thoughts on H.R. 1422, the Credit
Union Residential Loan Parity Act. As you know, this bipartisan
bill would correct the disparity between banks and credit unions in
the treatment of loans made to finance the purchase of one-to-four-
unit non-owner-occupied residential dwellings. I see this as a sim-
ple straightforward fix, especially when you consider the potential
positive impact in helping finance investment in multi-family and
affordable housing.

So I was going to ask you, Chair Matz, in this legislation, would
the NCUA support this, and do you see a difference between one-
to-four-unit loans and commercial business loans?

Ms. MATz. Thank you, yes. And thank you also for your spon-
soring the IOLTA Parity bill. Yes, we certainly support that legisla-
tion, and in fact, in the risk-based capital rule, we treat the one
to four residential units as consumer loans rather than business
loans. But that is as far as we can go because of the statute. So,
we would welcome that relief.

Mr. ROYCE. I appreciate your support for that. I also encourage
other members of the committee to join me in supporting this bill
because it would unlock about $11 billion in credit union lending
for small business. That is important.

On another front, as you indicated in your testimony, improving
the field of membership rule is a priority for the NCUA. You have
even set up a separate working group to address regulatory relief
needs on this front. I know the NCUA has a proposed rule address-
ing proposed streamlined field of membership procedures and is
working to address issues related to community charters and occu-
pation charters. And my question is, while much of this work could
be left to the NCUA alone, is there anything Congress should be
doing to address the field of membership issues in the statute?

Ms. MATZ. Thank you for asking that. Yes, there are several
things that can be done, but probably the most impact would occur
if community charters would be allowed to take on underserved
areas. That would help keep the Federal charter competitive and
would provide relief to a number of community charters, which
really would like to take on underserved areas, but can’t do it. And
it really makes no sense. I can’t figure out any reason for it. And
we hate to say no, but we have no choice.

Mr. Royck. Thank you, Chair Matz, very much, for your testi-
mony here today.

And, Mr. Chairman, I will yield back the balance of my time.

Chairman NEUGEBAUER. I thank the gentleman, and now the
gentleman from Pennsylvania, Mr. Fitzpatrick, is recognized for 5
minutes.

Mr. F1rzZzPATRICK. Thank you, Mr. Chairman.

I would like to yield my time to Mr. Mulvaney of South Carolina.
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Mr. MULVANEY. I thank the gentleman. Chair Matz, thank you
for the second round of questions, and the opportunity to follow up
on a couple of things you said earlier. You may have seen many
of us on the dais react in a stunned fashion when you said some-
thing that I can’t actually believe that you said. You said you don’t
believe that the credit unions represent their members.

Ms. MATzZ. Yes.

Mr. MULVANEY. You are nodding your head “yes” as if that was
actually what you said. So who do the credit unions represent?

Ms. MATz. The credit unions in asking for budget hearings and
telling us that we need to cut our budget and cut our exam hours
are not representing the best interest of their members.

Mr. MULVANEY. I got you. When they ask to cut the budget,
whose money are they trying to save? It is their members’, isn’t it?

Ms. MATZ. Yes, it is.

Mr. MULVANEY. Isn’t that exactly what you would expect them
to do, try and protect their members’ money?

Ms. MATZ. No, I would expect them to want to have—

Mr. MULVANEY. You wouldn’t expect them to protect their mem-
bers’ money?

Ms. MATZ. Not in that way. That is not protecting the members’
money, Sir.

Mr. MULVANEY. Okay, so tell me again who you think the credit
unions represent? If they don’t represent their members, who do
they represent?

Ms. MATZ. Credit unions by and large haven’t been asking for
this. It is the trade associations.

Mr. MULVANEY. I didn’t ask you that, although it is a really good
answer to a question I didn’t ask. So I will ask it again. If the cred-
it unions don’t represent their members, who do they represent?

Ms. MATZ. I can’t answer that. You would have to ask them.

Mr. MULVANEY. You don’t have any opinions about it? They rep-
resent themselves? Are they preying on their own members? Have
you talked to the CFPB about this?

Ms. MATZ. Credit unions—when they ask us to cut our exam
hours—are not representing the best interest of their members.

Mr. MULVANEY. I am a credit union member. Are you a credit
union member?

Ms. MATZ. T am.

Mr. MULVANEY. I am a credit union member. I think they are
representing me when they ask you to do that. In fact, I happen
to believe that my credit union represents me fairly well. And as
a member of that credit union, I like the fact that they are trying
to guard my money and be fairly conservative with it.

Ms. MaTz. How are they guarding your money?

Mr. MULVANEY. You have a budget that has gone up much high-
er than the rate of inflation. You have a staff that is going up high-
er than the other regulatory bodies, but let’s continue this line of
reasoning.

You said, when I asked you about why you didn’t like my bill,
that you didn’t think that input from the credit unions into your
budget process, more input, would be helpful. But you also said in
response to a question to another Member earlier today that you
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really thought that input from your own employees was helpful in
that budget process.

So what I hear, as a member of a credit union, is that you don’t
think the input from the people who pay for you is helpful, but you
do think that the input from the people that you pay is helpful. So
help me reconcile what an ordinary human being would describe as
self-serving crazy talk.

Ms. MATZ. I go out all the time and speak to credit union officials
and board members. I have been doing this for 6 years in this term
and 4 years in the last term. And I can tell you, the NCUA budget
is not something that comes up. They talk about our regulations.

Mr. MULVANEY. It comes up with me.

Ms. MATZ. But it doesn’t come up with me.

Mr. MULVANEY. I represent one of the most heavily credit union
districts in the country. It comes up with me all the time. So you
are saying they never raised with you concerns about your budget?
This is something that a trade association has drummed up in
order to raise dues or something like that?

Ms. MaTz. That is what I am saying.

Mr. MULVANEY. So you think that the credit unions are happy
with your budget?

Ms. MaTz. I don’t think the credit unions really care about—

Mr. MULVANEY. Now, wait a second. Let’s go back and say that.
If it is not an issue for them, then what is the harm in going
through the process that is laid out in my bill? What is the harm
of having meetings with them, of having them have the opportunity
to go over the line-by-line budget? If they are happy with your
budget, and it is just an issue that is being ginned up by a trade
association, what is wrong with passing my bill?

Ms. MATZ. We are an independent regulator, and while it might
have a good intention, I don’t think it is good government to have
the people who are regulated trying to participate in the budget-
making process of the regulator, the regulator who determines how
many exam hours it needs and where those hours are going.

Mr. MULVANEY. Why not?

Ms. MATZ. Because I think it is influencing, negatively influ-
encing. When I was on the Board last time—

Mr. MULVANEY. Would you rather we just put you on a budget
here? Would that solve a lot of problems, just not make the credit
unions pay for you here, but have you be an appropriated regu-
lator? Would you like that more?

Ms. MATZ. I am fine with the way it is.

Mr. MULVANEY. Well, you are. But evidently the people that you
regulate aren’t. So I am asking you, as opposed to having to answer
to the credit unions because you don’t think it is right that they
have input—that is what you just said. You said you don’t think
it is right to have input in the budget if you are the one that is
regulating them. That is fine. You don’t regulate us. You can come
to us and ask for money. Would you rather have Congress looking
over your shoulder than the credit unions?

Ms. MATZ. An independent regulator is not answerable to the en-
tities it regulates.

Mr. MULVANEY. Or to anybody, evidently. You are not answer-
able to us. It took me 18 months to get a copy of your budget. So
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I will ask you one last time over the last 8 seconds: Would you
rather leave it the way that it is, or would you rather come into
the appropriations process and have Congress oversee you?

Ms. MATZ. I am fine the way it is.

Mr. MULVANEY. I figured you probably would be. Thank you very
much.

And thank you, Mr. Chairman.

Chairman NEUGEBAUER. I thank the gentleman. I would like to
thank Chair Matz for appearing before the panel today.

And, without objection, I would like to submit the following
statements for the record: the Independent Community Bankers of
America; the American Bankers Association; the National Associa-
tion of Federal Credit Unions; the Credit Union National Associa-
tion; the National Association of State Credit Union Supervisors;
and the Joint State Banking Trade letter.

The Chair notes that some Members may have additional ques-
tions for this witness, which they may wish to submit in writing.
Without objection, the hearing record will remain open for 5 legis-
lative days for Members to submit written questions to this witness
and to place her responses in the record. Also, without objection,
Members will have 5 legislative days to submit extraneous mate-
rials to the Chair for inclusion in the record.

I would also like to recognize some folks who are working for the
people in the 19th District. We have some interns who are here at
the hearing today, and we are glad to have them and glad to have
them up for this summer.

Without objection, this hearing is adjourned.

[Whereupon, at 3:50 p.m., the hearing was adjourned.]
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NCUA is the independent federal agency created by the U.S. Congress to regulate, charter,
and supervise federa} credit unions. With the backing of the full faith and credit of the
United States, NCUA operates and manages the National Credit Union Share Insurance
Fund, insuring the deposits of 100 million account holders in ail federal credit unions and
the overwhelming majority of state-chartered credit unions.

At MyCreditUnion.gov and Pocket Cents, NCUA also educates the public on consumer
protection and financial literacy issues.
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Congressional Testimony

Chairman Neugebauer, Ranking Member Clay, and Members of the Subcommittee, the
National Credit Union Administration appreciates the invitation to appear before you today.
1 am Debbie Matz, NCUA Board Chairman.

When I returned to the NCUA Board in August 2009, in the wake of the Great Recession,
the credit union system was on the brink of collapse.! To prevent this, we developed an
unprecedented mechanism to securitize $50 billion in toxic corporate credit union assets.

Additionally, 35} consumer credit unions holding $51.6 bitlion in assets were close to
failing by May 2010. Compounding this situation, NCUA'"s budget and staffing in the years
feading up to the crisis had not kept pace with credit unions’ growth and increasing
complexity. In fact, during the seven years leading up to the crisis, NCUA had cut a total of
91 staff positions—even though credit union assets had increased by over 70 percent.
During this same period, NCUA’s budget as a percentage of credit union assets declined by
35 percent. NCUA was understaffed and under-resourced.

Now, nearly six years later, we’ve rectified these problems for corporate credit unions and
consumer credit unions.

The corporate credit union system has experienced transformational changes. A series of
NCUA rules beginning in 2010 will prevent corporate credit unions from taking the level
and type of risk that caused the corporate credit unjon crisis. Regulations now prohibit
purchases of private-fabel mortgage-backed securities, set clear investment coneentration
limits according to risk, increase incentives to diversify portfolios, and require higher-
quality capital.

Under a strong regulatory framework, corporate credit unions have changed their business
model. After reducing reliance on investment yields, corporate credit unions now generate
most earnings through transaction services and payments systems. Corporate credit unions
are also gradually reducing reliance on capital contributions from member credit unions.
They arc instead building retained earnings.

As a resuit of these changes, the 12 remaining corporate credit unions are collectively
stronger and pose much less risk to the Share Insurance Fund today than their predecessors
did during the crisis.

! The term “credit unio used throughout this testimony to refer to federally insared credit unions. As of March 31,
2015, the 6.206 federally insured credit unions represent 98 pervent of all credit unions i the United States, NCUA does
not oversee 128 privately insured, state-chartered eredit unions,
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The consumer credit union system is also once again on a strong footing. It has recovered
to pre-crisis levels.

Nationally, consumer credit unions are experiencing lower delinquency and charge-off
rates, as well as rising earnings and net worth. Perhaps most significantly, the percentage of
assets in troubled credit unions—which peaked at 5.8 percent of assets in May 2010—has
dropped to just I percent of assets.

This tumaround has resulted, in part, from an improving economy. Credit is also due to the
CEOs, managers, and boards who made tough choices to keep their credit unions solvent, as
well as NCUA staff who supervised credit unions under very difficult circumstances.

The experiences of the recent financial crisis have also informed NCUA’s current budgeting
decisions. Budgets cannot be aimed at consistent staff cuts, as was the case for seven
consecutive years leading up to the Great Recession when the agency held budget hearings.
Instead, NCUA’s resources and staffing need to keep pace with the risks and complexity of
the credit union system. The NCUA Board has now achieved that appropriate balance,
while preventing any unnecessary budget and staffing growth.

The financial crisis also demonstrates why NCUA must maintain needed resources in
positive economic cycles to prepare for downtums. As the crisis hit, NCUA quickly needed
to augment our poo} of examiners to address significant increases in the number of credit
unions experiencing balance sheet and operational problems. However, developing fully
seasoned examiners requires several years of training and experience, and there were
limited talent pools from which to draw these experts. Moreover, other banking agencies
were competing for this same talent as the crisis took hold.

NCUA’s budget increases as a resuit of the crisis took place more gradually than at
comparable financiai institutions regulators. However, in the aggregate, the agencies”
operating budgets have increased by comparabie amounts since the crisis.

NCUA has also diligently worked during the last six years towards greater budget
transparency. As a result, NCUA now Jeads financial institutions regulators in budget
fransparency. Our website contains a dedicated budget resource center with detailed
information about the agency’s spending plans, annual fund audits, and a wealth of other
budget information.”

Credit Union System Performance and Trends

The credit union system continues to experience steady growth in members and assets. As
of March 31, 2015, there were 6,206 credit unions serving 99,969,794 consumers and
member businesses. Together, these credit unions hold in excess of $1.1 trillion in assets.

* See hitpy/ferww.neua. N —
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System Performance Improves

The credit union system has recovered from the Great Recession and is performing well.
Between the second quarter of 2009 and the first quarter of 2013, credit unions experienced
improvements in earnings, asset quality, capital, and lending as follows:

= Earnings. Retumn on average assets for the credit union system has nearly tripled
during this timeframe, rising from 0.27 percent to 0.78 percent.

= Asset Quality. Credit union asset quality has also improved. The delinquency ratio
feli by more than half, decreasing from 1.60 percent to 0.69 percent.

= Net Worth. The net worth ratio for the credit union system climbed from 10.0
percent to 10.8 percent.

»  Lending. Tota} loans at credit unions grew by $151.9 billion, more than 25 percent
during this time period. Over half of the growth in credit union loans was in first
mortgages.

The performance of larger and smaller credit unions, however, varies significantly. The
table below provides a summary of federally insured credit unions’ current ratios and
growth during the first quarter of 2015 by asset size for selected metrics.?

Credit Linlon Performance by Assets, First Quarter. 2015

Abova $500° - S100 mitiion 1o $10 million 10 Under $10.
500 mitlior

million i $100 milkion snilfion.

Sourea: Call Roporss

As shown above, the 468 federally insured credit unions with more than $500 niltion in
assets continued to fead in most performance measures in the first quarter of 2015. With
$817.1 billion in combined assets, the largest credit unions held more than 70 percent of the
system’s total assets at the end of the first quarter and had a return on average assets of 91
basis points.

At the other end of the system, 1,910 credit unions with assets under $10 miilion had a
return on average assets of 19 basis points. Lending by the smallest credit unions declined
by almost 6 percent for the year ending in the first quarter of 2015, while rising by 7.1

* See page 10 of hip//www.neva.gov/legal/l s"[2015033 L.pdf for more information about other
metrics.
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percent for the largest credit unions. Membership growth declined by 1.7 percent for credit
unions with assets under $10 million during the first quarter of 2015, while the largest credit
vnions collectively grew their membership by 4.6 percent.

Consolidation Continues as Assets Grow

As a result of the challenges that smalier credit unions continue to face, long-time
consolidation trends within the system continue. As the chart below shows, the pace of
credit union consolidation has been steady over more than two decades and across a variety
of economic cycles, including the recession of the early 1990s, the bust of the technology

boom in the carly 2000s, and the recent Great Recession,

Federally insured Credit Unlon Trends 19502014
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The trend has remained relatively constant after the passage of landmark faws such as the
Credit Union Membership Access Act of 1998 and the Dodd-Frank Wall Street Reform and
Consumer Protection Act of 2010. This ong-term credit union trend is very similar to the

consolidation trends occurring ameng banks and thrifts.

Despite the steady decline in the number of credit unions during the last 25 years, the assets
within the credit union system have risen substantially over the same timeframe. Overali,
assets have experienced a more than five-fold increase since 1990. Credit union
membership also has nearly doubled over the same time period.

Within the system, consolidation is primarily occurring among small credit unions. During
the past five years, 1,308 consumer credit unions have voluntarily merged.* More than 90
percent of these former credit unions had assets of $50 million or less at the time of the
merger, and another 6 percent held assets between $50 miltion and $100 million.

#The five years stated here cover the tast quarter of 2009 through the first quarter of 2015,
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Small credit union viability is being challenged by the convergence of a number of
circumstances. The financial services sector is evolving rapidly, and it is difficult for less-
resourced, smalier credit unions to keep pace with marketplace and regulatory
developments. Additionally, small credit unions face challenges in attracting and retaining
talent. Often when a long-term credit union manager of a small credit union retires, there is
[0 SUCCESSOT.

Another critical factor contributing to the decline in the number of small credit unions is an
inabiity to take advantage of economies of scale. This results in higher operating costs and
weaker earnings. Lack of size and scope aiso makes it difficult for smaller credit unions to
adopt the technological and product innovations demanded by consumers.

Today, just under haif of credit unions with less than $50 million in assets provide the
combined services of checking accounts, real estate Joans, ATM and debit cards, and home
banking services (including mobile banking), essential in today’s market. in contrast, all of
these services are provided by virtually all credit unions with assets greater than $50
miltion. These differences have persisted over the past ten years, underscoring the
competitive challenges small credit unions confront.

Other factors contributing to the decline of smaller credit unions include the lack of
adequate succession planning to replace key employees who retire and the inability for a
single-sponsor credit union to overcome losing its sponsor. Imprudent management
decisions, insufficient internal controls, and fraud also have played a role in the system’s
consolidation. Fraud was a contributing factor to $337 million in losses for the National
Credit Unjon Share Insurance Fund between 2010 and 2014 at liquidated credit unions of ait
sizes.®

Support for Small Credit Unions

Together, these statistics demonstrate the continued need for NCUA to support and assist
small credit unions. Through our Office of Small Credit Union Initiatives, which I worked
to create in 2005 during my first term on the NCUA Board, we offer training, information
on successful growth and service strategics, and support opportunities for small credit
unions to partner and collaborate. Additionaily, the office provides affirmative assistance to
small credit unions through free consulting, such as the net worth restoration plan assistance
required by the Federal Credit Union Act.® The office also awards grants and offers

5 Congress established the National Credit Union Share Insurance Fund in 1970 as part of the Federal Credit Union Act
(P.L. 91-468) and amended the Share Insurance Fund’s aperations in 1984 (P.L. 98-369). The fund operates as 4 revolving
fund in the U.S. Treasury under the administration of the NCUA Board for the purpose of insuring member share deposits
in all federal credit unjons and in qualifying state-chartered credit unions that request federal insurance. Funded by
federally insured credit unions, the Share Insurance Fund is backed by the full fuith and credit of the United $tates.

12 U.8.C. 1790d(D(2).
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reduced-rate loans to low-income credit unions, many of which are small credit unions.”
NCUA makes these grants and loans through the Community Development Revolving Loan
Fund created by Congress.®

Last year, the Filene Research Institute, an independent research firm, analyzed the impact
of NCUA programs in helping small credit unions to survive and thrive. The study included
data analysis, direct feedback, and a practitioner focus group. Specifically, the firm
examined our small credit union initiatives from 2009 to 2013, consisting of:

= 44,738 hours of consulting services, at no charge to the credit unions;
= $6.5 million in grants and $21.7 million in loans; and
® Training to 7,000 credit union employees and volunteers.

The study demonstrated that our Office of Small Credit Union Initiatives was particularly
effective in helping credit unions with assets from $1 million to $10 million grow into larger
asset categories. Assistance from NCUA empowered many of these smallest credit unions
to offer new services, leverage new technology, and market to new membership groups.

The study found discernable effects from our efforts. Based on these insights, we further
sharpened our focus. Starting in 2015, we switched entirely from onsite training to digital
formats including videos, webinars, white papers, and an e-newsletter. Participation in our
small credit union initiatives has increased more than tenfold.

Looking forward, we intend to further research the 600 credit unions that successfully
transitioned from small to large during the study timeframe. Those thriving credit unions
will offer lessons for small credit unions and NCUA.

Finally, where possible, NCUA secks to keep regulatory and examination burdens as low as
possible, by exempting small credit unions from certain rules and providing them with
simplified compliance approaches for others. As discussed in greater detail later in this
testimony, 2015 is the year of regulatory relief at NCUA. We are diligently working to

T A low-income credit union is one in which a majority of its membership (50,01 percent) quatifics as low-income
members, Low-income members are those members who eam 80 percent or fess than the median family income for the
metropolitan area where they live, or the nationat metropolitan area, whichever is greater. In non-metropolitan areas, the
qualification threshold is a median (amily income at or below 80 percent of the state median family income for non-
metropolitan arcas, or, if greater, the national median family income for non-metropolitan areas. Under the Federal Credit
Union Act, the low-income designation offers certain benefits and regulatory reliet, such as an exemption from the
statutory cap on member business lending, efigibility for Community Development Revolving Loan Fund grants and jow-
interest loans, the abifity to pt deposits [rom non-members, and autherization to oblain supplemental capital.

# Created and funded by Congress, the Community Development Revolving Loan Fund enables low-income credit unions
t0 provide financial services and stiinulate economic activities in underserved communitics, as welf as reach members who
have fimited aceess to hasic financial serviees. In 2014, NCUA awarded more than $1.5 million in grants to 276 low-
income designated credit unions, of which 170 were first-time awardecs. Demand for these grants has consistently and
significantly exceeded avaitable appropriations.
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increase regulatory flexibility and provide enhanced powers within the framework of the
Federal Credit Union Act.

Regulatory Review Efforts

NCUA is ever mindful of the impact of our reguiations on credit unions, especially smaller
ones. We are proactive in our efforts to identify outdated, ineffective, or excessively
burdensome regulations. We also continually review and take appropriate steps to eliminate
or ease burdens, whenever possible, without compromising safety and soundness. We take
these actions through NCUAs long-standing rolling reguiatory review process, voluntary
participation in the interagency Economic Growth and Regulatory Paperwork Reduction
Act review process, and my Regulatory Modemization Initiative.

Rolling Regulatory Review

Since 1987, NCUA has followed a well-delineated and deliberate process to continually
review our regulations and seek comment from stakeholders, such as credit unions and trade
associations. Through this agency-initiated process, NCUA conducts a rolling review of
one-third of our reguiations each year—meaning that we review all of our regulations at
least once every three years.

This long-standing regulatory review policy helps to ensure NCUA"s regulations:

= Impose only the minimum required hurdens on credit unions, their members, and the
public.

= Are appropriate for the size of the credit unions regulated by NCUA.

= Are issued only after full public participation in the rulemaking process.

= Are clear and understandable.

Moreover, this rolling review is fully transparent. NCUA publishes on our website a list of
the applicable regulations up for review each year and invites public comment on all of the
regulations.®

Economic Growth and Regulatory Paperwork Reduction Act

Additionally, NCUA js once again voluntarily participating in the ongoing interagency
review process created by the Economic Growth and Regulatory Paperwork Reduction Act
of 1996.)° EGRPRA requires the Federa! Financial Institutions Examination Council and its
member federal banking agencies to review their regulations at least once every 10 years to
identify any rules that might be outdated, unnecessary, or unduly burdensome. NCUA is
not required to participate in this process, but the agency has elected to do so.

9 See hipiwww.neuagovilepal/Regs/Pages fons. 280X

12 US.C. 3311
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Under the EGRPRA review, each agency is issuing several categories of rules for public
comment at regular intervals over two years—with an eye toward streamlining,
modermnizing, or even repealing regulations when appropriate. The categories developed
and used by NCUA are:

= Agency Programs; = Directors, Officers, and Empioyees;
= Applications and Reporting; = Money Laundering;

= Capital; = Powers and Activities;

= Consumer Protection; = Rules of Procedure; and

= Corporate Credit Unions; s Safety and Soundness.

In May 2014, consistent with the other participating agencies, the NCUA Board released for
review 33 regulations in the Applications and Reporting and Powers and Activities
categories. NCUA subsequently received five comments. In response to these comments, 1
established two internal working groups to consider possible changes in the areas of field of
membership, as well as secondary and supplemental capital. The working groups conducted
extensive outreach by consulting with muitiple groups of stakeholders who expressed
interest in these issues. The working groups are now reviewing stakeholders® suggestions
from the first notice, as well as other ideas, and wili make recommendations on potentiat
regulatory and legislative changes in both areas before the end of 2015.

In the agency’s second EGRPRA notice in December 2014, NCUA opened 17 rules for
comment in three additional categories: Agency Programs, Capital, and Consumer
Protection. In response 1o this notice, NCUA received eight comments from stakeholders.

After the first two EGRPRA notices, we received several actionable comments—and we
have already taken action to address six important issues:'’

®  Easing Burdens on Small Credit Unions. NCUA was urged fo raise the asset
threshold for defining a smal credit union under the Regulatory Flexibility Act from
$50 million to $100 million. In February, the NCUA Board unanimously approved
a proposed rule with the intent to consider regulatory relief for three-fourths of all
credit uniens in future rulemakings.

= Expanding Fields of Membership. We received several ideas to enhance federal
credit union charters. Our final rule on associational common bonds was approved
by a majority of the NCUA Board in April. The final rule authorizes federal credit
unions to automatically add 12 categories of associations to their ficlds of
membership.

= Raising Capital. EGRPRA commenters asked NCUA to facilitate secondary capital
for low-income credit unions. We made secondary capital more attractive to

H More details on responses to EGRPRA comments are included in the section headed “2015: The Year of Regulatory
Relief.”
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investors by posting timely revisions to NCUA’s National Supervision Policy
Manual in April."?

= Extending Share Insurance Coverage. Several EGRPRA commenters also urged
NCUA to provide pass-through share insurance for escrow accounts similar to
lawyers trust accounts. In Apri}, the NCUA Board unanimously approved a
proposed rule to provide pass-through coverage for accounts managed by realtors
and funeral directors. The proposal specifically sought comments on whether to
extend pass-through coverage to stored-value and prepaid cards.

= Consumer Complaints. EGRPRA commenters also suggested changing the way
NCUA’s Office of Consumer Protection handles consumer complaints. In June, I
announced NCUA’s new consumer complaints process in a letter to credit unions.
The new process refers each complaint back to the credit union, which will have 60
days to resolve the issue with its member before our Office of Consumer Protection
considers whether to intervene.

13

s Member Business Lending. Finally, we received a wide variety of comments to
ease regulatory limits on member business loans. At our open meeting in June, the
NCUA Board unanimously approved a proposed rule to remove unnecessary
regulatory limits and permit credit unions to set their own prudent member business
lending policies, consistent with the requirements of the Federal Credit Union Act.

Clearly, we are not waiting until the end of the EGRPRA process. We are responding to
comments and taking action wherever warranted as soon as possible.

NCUA?’s third notice, covering an additional ten rules in three categories—Corporate Credit
Unions; Directors, Officers, and Employees; and Money Laundering-—was published on
June 24, 2015. Comments are due by September 22. We are eager to hear new ideas about
these rules, and we will consider every recommendation to improve them.

Our final notice, covering the remaining two categories—Rules of Procedure and Safety and
Soundness—will be published before the end of the year.

As part of NCUA’s voluntary participation in the latest EGRPRA review, NCUA is
evaluating the burden on credit unions for those regulations within NCUA’s control. The
agency has included in the EGRPRA review ali rules over which NCUA has drafting

12 The changes to the National Supervision Policy Manual will expedite the approval of secondary capital requests by
NCUA regional offices and make it possible for low-income credit unions with secondary eapital to return portions of the
loans that no longer count towards et worth. The changes were also designed to provide investors greater clarity and
confidence. See hupy//www.neua gov/News/Pages/NW 201 S0406NSP: yCanital.aspx for more i 2t

about the fow-income union secondary capital ann
1 See hitpr//www.ncus, CUs/Pages/LCU2015-04.asmx.
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authority, except for certain rules that pertain exclusively to internal operational or
organizational matters, such as our Freedom of Information Act rufe.

As our notice makes clear, however, credit unions also are subject to certain rules issued or
administered by other regulatory agencies, such as the Consumer Financial Protection
Bureau and the Department of the Treasury’s Financial Crimes Enforcement Netwark.
Because we have no independent authority or ability to change such rules, our notices—as
do the joint notices prepared by the federal banking agencies—simply advise that comments
submitted to us but focused on a rule administered by another agency will be forwarded to
that other agency for appropriate consideration.

Regulatory Modernization Initiative

in September 2011, I launched the agency’s Regulatory Modernization Initiative. The
initiative balances two principles:

= Safety and soundness——strengthening regulations necessary to protect credit union
members and the Share Insurance Fund; and

* Regulatory relief—revising and removing regulations that limit flexibility and
growth, without jeopardizing safety and soundness.

In implementing this initiative, I have held regular in-person and online town-hall meetings
to solicit feedback from stakeholders. These events have identified regulatory relief issues
on which the agency has since acted.

During its first three-and-a-half years, the initiative has resulted in 18 actions to cut red tape
and provide lasting benefits to credit unions of all sizes.'* Specifically, NCUA worked to
ease 10 regulations, providing regulatory relief to thousands of credit unions. NCUA also
streamlined four processes, such as facilitating more than a thousand new low-income credit
union designations and establishing an expedited process for exarminations at smaller credit
unions. NCUA additionally issued four fegal opinions, allowing more flexibility in credit
union operations.

2015: The Year of Regulatory Relief

Earlier this year, I announced NCUAs continuing commitment to the Regulatory
Modemization Initiative’s efforts to provide regulatory relief.’® As such, NCUA is working
to ease burdens and expand powers in at least six areas in 2015, including expanding
regulatory relief consideration to even more small credit unions, facilitating access to
supplemental capital for risk-based capital purposes, streamiining field-of-membership

' See Appendix I for a complete list of these actions.
1 See hitp://www.nen. s SP20150309MatzGAC.pIE.
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requirements, eliminating unnecessary fixed-assets limits, allowing qualified credit unions
to securitize assets, and removing prescriptive provisions on member business lending.

During their speeches at the same conference, NCUA Board Vice Chairman Rick Metsger
and Board Member J. Mark McWatters also expressed support for providing credit unions
with prudent regulatory relief.’® This relief will help credit unions of all sizes to better
compete in a rapidly evolving marketplace.

Updating the Small Credit Union Definition

As noted earlier, NCUA issued a proposed rule in February to raise the asset threshold from
$50 million to $100 million in assets for defining “small” credit unions under the
Regulatory Flexibility Act. Under the proposal, a credit union couid have up to $100
million in assets and still be small enough for consideration of regulatory relief in future
rulemakings. The $100 million threshold includes 76 percent of all credit unions. The
proposed threshold would also be 10-times more than the $10 million asset threshold which
was in place in 2009 when | returned to the agency.

Counting Supplemental Capital for Risk-Based Capital Purposes

Over the years, NCUA has received many comments about supplemental capital. In fact,
under current taw, NCUA may count certain forms of deht as supplemental capital for the
risk-based capital ratio, For example, subordinated debt could be issued to members and
non-members, but it would be uninsured. This would require three changes beyond
implementing risk-based capital.

First, we would need to provide consumer and investor protections. Second, we would need
to change the order of Share Insurance Fund payout priorities to recognize that
supplemental capital accounts are not insured. And third, we would need to set prudent
standards for credit unions offering subordinated debt to supplement their risk-based capital.
This includes setting minimum redemption periods to ensure the capital is available to cover
Tosses during times of stress.

NCUA understands the need for supplemental capital in certain circumstances. As part of
modernizing NCUAs risk-based capital rule, ] am committed to allowing supplemental
capital to be counted toward the risk-based capital ratio. The effective date of this change
would coincide with implementation of NCUA’s modernized risk-based capital rule.

Expanding Fields of Membership

NCUA is also working to provide regulatory relief by modifying our ficld-of-membership
tules. In April 2015, a majority of the NCUA Board approved a final rule on associational

16 See htpy/fwww.neug S SP20150309MetseerGAC. pd( and
bttp/f e Newy/] 'SP20150310MeWattersGAC.pdl, respectively.
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common bonds granting automatic qualification to certain categories of associations the
agency has routinely approved for federal credit union membership.

In all, 12 types of associational groups will receive pre-approval, including alumni
associations, religious organizations, electric cooperatives, and homeowner associations,
among others. With the adoption of these streamlined field-of-membership procedures,
federal credit unjons will now spend less time filling out unnecessary paperwork and more
time fulfilling their missions by serving their members.

This final rule is the first of several significant field-of-membership improvements NCUA is
pursuing this year. While remaining faithful to the Federal Credit Union Act, NCUA will
propose new rutes for more expansive community charters, underserved areas, and
occupational charters by the end of 2015. These changes will enhance the ability of federal
credit unions to serve new members,

Removing the Fixed-Assets Cap

Earlier today, federal credit unions gained relief from current limits on fixed assets under a
final rule approved by the NCUA Board. Specifically, the rule eliminates the five-percent
aggregate limit on investments in fixed assets for all federal credit unions and provides other
targeted relief, As aresult, credit unjons will be able to make decisions to upgrade
technology, facilities, or other fixed assets without NCUA involvement.

Permitting Asset Securitization

As the credit union system grows in size and complexity, many credit unions have adopted
more sophisticated financial innovations. Later this year, NCUA will consider a final rule
to permit larger, qualified credit unions to securitize their assets. Securitization would
provide these credit unions a new tool to manage liquidity and interest rate risk.

Easing Member Business Lending Burdens

Finally, within the parameters of the Federal Credit Union Act, NCUA is moving away
from highly rigid. one-size-tits all member business loan underwriting requirements. Last
month, the NCUA Board refeased a proposed rule to modernize our member business
lending rules. The proposal incorporates input from credit unions engaged in business
Iending that requested further clarity on aspects of NCUA’s member business lending rules.
1t also addresses several issues NCUA identified as often problematic—such as the member
business fending waiver process and rigid lending limits—to allow credit unions to better
serve their members’ individualized business lending needs.

Although NCUA’s regional offices approve many waivers, the waiver process can
sometimes prevent a credit union from making a timely business loan. Determining
whether to exempt a borrower from a personal guarantee or a loan-to-value limit is a
decision for credit union loan officers, based on prudent underwriting criteria. That’s why




the proposed rule eliminates the business loan waiver process and lifts unnecessary limits on
construction and development {oans.

The proposed amendments would also modernize the regulatory requirements that govern
credit union business lending activities by replacing the current rule’s prescriptive
requirements and limitations—such as collateral and security requirements, equity
requirements, and non-statutory loan limits—with a broad principles-based regulatory
approach.

NCUA recognizes that credit unions know their members’ needs better than regulators do.
Business lending rules need to reflect that. Of course, NCUA wiil continue to provide
guidance and supervise effectively for sound commercial lending practices.

Improvements in the Examination Program

Beyond issuing regulatory exemptions, expanding powers, adopting tailored rules, and
removing rigid restrictions, NCUA is providing targeted regulatory relief by cutting burdens
in the examination process.

Small Credit Union Examination Program

Since 2002, NCUA has followed a risk-focused exam program. This approach is designed
to efficiently allocate agency resources to credit unions and areas of operations exhibiting
the greatest potential risk exposure to the Share Insurance Fund. The program relies on
examiner judgment to determine the areas needing review. Over time, NCUA has adjusted
this approach by adding minimum scope requirements and establishing the National
Supervision Policy Manual to ensure consistency of supervisory actions across the country.

In 2011, we detenined the resources used to complete examinations were not in balance
with the credit union system’s risks. NCUA was spending more exam hours on the smailest
credit unjons rather than on the largest credit unions that have the greatest concentration of
the system’s assets and the greatest potential risk exposure to the Share Insurance Fund.

NCUA has since reallocated resources and coneentrated supervision on credit union
activities posing the most risk. The agency has put in place a targeted, streamlined
examination program for financially and operationally sound federal credit unions with less
than $30 miltion in assets. NCUA field staff also have the diseretion to choose a similarly
streamlined, defined-scope examination for federal credit unions with $30 million to $50
million in total assets that received a composite CAMEL rating of 1, 2, or 3 at their last
examination.!’

V7 'The CAMEL rating system is based on an evaluation af five critical elements of a credit union’s operations: Capital
adequacy, Asset quality, Management, Earnings, and Liquidity. The CAMEL rating system is designed to take into
account and reflect alt i financial, ji and g factors that i assess in their

of'a eredit union’s performance and risk profile, CAMEL ratings range from { 10 5, with 1 being the highest rating,
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Through the Smail Credit Union Examination Program, NCUA spends less time, on
average, in small, well-managed federal credit unions. This decreased examination burden
reflects a reduced overall scope but is more precisely focused on the most pertinent areas of
risk in smali credit unions—iending, recordkeeping, and internal control functions. As a
result, between 2012 and 2014, exam and off-site supervision hours allocated to credit
unions with less than $50 million in assets decreased by nearly 15 percent. During the same
time period, hours allocated to large credit unions with more than $500 million in assets
increased by more than 12 percent.

NCUA implemented the new procedures during the first quarter of 2015. For larger, more
complex credit unions, NCUA continues to perform risk-focused exams.

Broader Examination Reforms

NCUA is further working to streamline the examination process for alf credit unions by
hamessing technology. Improvements in computers, software, and security arc allowing
NCUA to design a new Automated Integrated Regulatory Examination System and revise
our Call Report system. These advancements will improve NCUA’s off-site monitoring
capabilities, thereby generally reducing the overalt time NCUA spends onsite at credit
unions conducting examinations in the future.

To improve consistency in the way field staff develop and use documents of resolution,
NCUA also revised our policy and procedures in 2013 to clarify how and when documents
of resolution should be used.’® The new policy states documents of resolution should only
be used to address issucs significant enough that a credit union’s failure to correct the
problem would necessitate the examiner recommending an enforcement action. In addition,
examiners must cite the appropriate law, regulation, or authoritative NCUA policy when
including an issue as a finding or document of resofution in the examination report.

These procedural changes have resulted in clearer expectations for credit unions and NCUA
field staff, as well as greater consistency nationwide in the examination process. As a resuit
of' these changes and an improved economy, the agency has experienced a decline in the
number of documents of resolution issued.

Revised Proposed Risk-Based Capital Rule

In the wake of the Great Recession, NCUA applicd the iessons we leamned to put in place
new rules addressing corporate credit unions, liquidity and contingency planning, stress
testing, and interest rate risk, among others. At this time, modemnizing risk-based capital

WE use of Tuti

areas of risk. An area of

to outline plans and agreements reached with eredit union officials o reduce
bl risk is one for which management does ot have ihe proper structure

for ing. ing. and reporting risk.
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standards for complex credit unions is the last significant safety and soundness rulemaking
outstanding under the Regulatory Modernization Initiative.

The Federal Credit Union Act requires the NCUA Board to adopt by regulation a system of
prompt corrective action for federally insured credijt unions that is “comparable to™ the
Federal Deposit Insurance Act.'® The Federal Deposit Insurance Corporation modernized
its risk-based capital system in 2013. The NCUA Board unanimously proposed a
comparable risk-based capital rule in January 2014.

After reviewing the comments on the original risk-based capital proposal, the NCUA Board
issued a revised proposed rule in January of this year.

NCUA’s primary goals for the revised proposed risk-based capital rule remain the same as
the original proposal:

= To prevent or mitigate losses to the Share Insurance Fund by having a better
calibrated, meaningful, and more forward-looking capital requirement to ensure
credit unions can continue to serve their members during economic downtumns
without relying on government intervention or assistance; and

= To modernize the risk-based capital calculations and framework, in accordance with
the Federat Credit Union Act’s directives.

The new proposal significantly narrowed the proposed rule’s scope by redefining
“complex” credit unions. Under this rulemaking, a majority of the NCUA Board proposed
to limit the risk-based capital requirement to credit unions with more than $100 million in
assets, rather than the $50 mitlion threshold contained in the current rule and the earlier
proposal.

By increasing the asset threshold, the revised proposed rule exempts more than three-
quarters of credit unions. As a result, the revised proposed rule covers 1,455 credit unions
that hold 89 percent of the system’s assets.”® In comparison, the original proposal covered
2,237 credit unions representing 94 percent of the system’s assets.2! The revised proposal
also would result in the downgrade of fewer credit unions.*

As requested by stakeholders, including many members of the House Financial Institutions
Subcommittee, the revised proposed rule includes significant changes to the risk weights for
investments, real estate Joans, member business loans, corporate credit unions, and credit

12 U.S.C. 17904(b)1)(A) and 12 U.S.C. 18310, respectively.
* Data as of December 31, 2613,
* Data as of December 31, 2013,

2 The relormulated risk-based capital proposal would downgrade the capital status of just 19 o 1,458 covered eredit
unions, based on data as of December 31, 2013. For more information about the revised risk-based based capital proposed
rule, see hitp:f/www.neuagov/R ages/risk-based-capital-resourees.aspy,
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union service organizations. The risk weights contained in the new proposal are generaily
comparable to, or more favorable than, the risk weights applied to banks hy federal banking
agencies.

Overall, 78 percent of credit union assets subject to the revised proposed rule would receive
a comparable risk weight to that of the other banking agencies, and 19 percent would
receive a lower risk weight. After efiminating assets not directly comparable to banks, just
3 percent of covered credit union assets would receive a more conservative risk weight than
that of the other banking agencies. This is primarily due to incorporation of concentration
risk, which is required by the Federal Credit Union Act for credit unions, but not required
by the Federal Deposit Insurance Act for banks and thrifts.

The extended comment period on the revised proposed risk-based capital rule closed on
April 27, 2015, and NCUA is thoroughly reviewing all comments received before the Board
moves forward on a final rule.

NCUA Operating Budget

The NCUA Board takes stewardship of the agency’s budget very seriously and exercises
careful due diligence to ensure the agency prudently uses resources. In developing budgets,
the agency’s guiding principle is commitment to our dual mission as insurer and regulator—
to provide, through regulation and supervision, a safe and sound credit union system which
promotes confidence in the national system of cooperative credit.

Set forth in the NCUA Strategic Plan 2014 through 2017, the agency’s strategic goals and
objectives provide a framework to ensure agency priorities and initiatives drive resulting
resource needs and atlocations. The agency’s annual performance plans then provide the
framework to execute the multi-year strategic plan and undertake tasks in NCUA’s major
programs. NCUA uses both the strategic and annual performance plans to develop the
agency’s Operating Budget.

The strategic plan, which is released for public notice and comment, includes the following
priorities:

= Manage operational vulnerabilities by implementing a robust supervision framework
for financial reform regulations, including interest rate risk and stress testing;

= Prepare for and promote awareness of critical risk issues and refated threats such as
eybersecurity risks;

= Develop and promote financial literacy education and consumer protection
programs;

= Develop and communicate guidance to credit unions to explain regulatory changes
and best practices; and

= Strengthen security programs and communications.

As initially approved by the NCUA Board last November, the agency’s 2015 Operating
Budget is $279.5 million. As shown in the chart on the next page, 72 percent of NCUA’s




budget is used for pay and benefits. Travel costs constitute another 11 percent of the
budget, while contracted services account for 9 percent of the budget. The remaining 8
percent of the budget includes administrative expenses, as well as payments for rent,
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communications, and utilities.

2015 NCUA Operating:Budge! by Comgunent (i millions):

The 2015 budget also authorizes 1,268.7 full-time equivalent staff. After initially ramping
up to respond to the system’s challenges identified during the Great Recession, NCUA's

overall staffing has since remained refatively flat.

The chart below outlines the Board-approved staffing levels since 2000, in comparison to
the growth in the credit union system’s assets. As the chart demonstrates, NCUA during the
fast five years has worked to efficiently allocate our staff so as to be able to identify and
mitigate risks to the system even as the assets of the credit union system have continued to

grow.
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The 2015 Operating Budget represents a 4.2 percent increase over the prior year. As
demonstrated in the chart below, this change was the smatlest percentage increase in eight
years. And earlier today, during the mid-session budget review, a majority of the NCUA
Board voted to reprogram the Operating Budget and Capital Budget with a net savings of
more than $1.3 million for the remainder of the year. This budget savings reflects a
concerted effort by every NCUA office to increase efficiencies and reduce fine items
wherever possible, while still achieving the agency’s mission.

Year-over-Year Butget Growth 2008-2015
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Not only does NCUA. prioritize controlling expenditures, the agency is also highly
efficient. NCUA spends less than $250 protecting every $1 million in system assets. This
figure is down significantly since 2000, when the cost per $1 million in system assets was
$328. The chart below demonstrates the agency’s commitment during the last five years to
maintaining operating efficiencies and keeping spending as a porlion of credit union system
assets flat.

NCUABudget Per Million of Federaily Insured Credit Union Assats
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NCUA also achieves budget efficiency by collaborating with our state counterparts to
support their oversight of federally insured, state-chartered credit unions. NCUA provides
and covers the costs of training and computers for state credit union examiners. We also
upload state reports info our databases. Moreover, NCUA works closely with state
regulators to minimize exam burdens for 1,915 state-chartered credit unions with less than
$250 million in assets. We primarily rely on state examinations at these credit unions for
purposes of assessing risks to the Share Insurance Fund.

Developing the Budget

The NCUA budget process begins mid-year with each office developing a budget request
identifying resources required to support NCUAs mission and strategic goals and
objectives. All budgets are developed using a zero-based budgeting process. This bottom-
up process means all staffing hours and each expenditure must be justified each year.

One of the primary inputs in the budget development process for NCUA’s five regional
offices and the Office of National FExaminations and Supervision is a comprehensive
workload analysis that captures the amount of time necessary to conduct examinations and
supervision of federally insured credit unions. Field staff recommend the number of hours
to supervise each credit union based on asset size, complexity, and financial trends.
Workload estimates are then refined by each level of field management. These analyses
cumulatively cover 72 percent of NCUA’s total staff.

The budget submission of each office undergoes thorough review by the responsible
regional or office director, the Chief Financial Officer and his staff, and executive
leadership. NCUA’s Information Technology Prioritization Council aiso meets with
regional and central offices to review and prioritize software initiatives and align those
information technology investments with NCUA’s mission.

Throughout this iterative budget process, the Executive Director and the Chief Financial
Officer regularly bricf each Board Member on the overall budget proposals that are
submitted, updated, and recommended. The budget and its atignment with agency mission
and the strategic plan is also thoroughly vetted at each stage of the process at every level of
the agency.

Alfter months of work, NCUA"s Chief Financial Officer presents the proposed Operating
Budget and Capital Budget for approval during the November open mecting of the NCUA
Board. As part of this process, NCUA releases a memorandum that describes the proposed
budgets in detail and requested staffing levels.

Reallocating Staff

The evolution of many credit unions into farger, more complex financial institutions poses a
greater concentration risk to the Share Insurance Fund. Larger, more complex institutions
require more examiners with specialties in certain operations—from sophisticated
investments to specialized lending to cutting-edge technology.
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To efficiently manage shifting workloads, we work to reallocate existing staff and resources
by aligning our budget with credit union system risks, economic trends and the agency’s
strategic priorities. For example, to address emerging risks, the 2015 budget reallocated 18
existing regional staff from generalists to specialists in capital markets, lending, and
information systems.

The 2015 budget added a net of 4.2 full-time equivalents to achieve other important goals
and objectives of NCUA’s strategic plan. We achieved this change by eliminating five
general examiner positions and adding nine slots to enhance supervision, cybersecurity
awareness, consumer protection, small credit union assistance, and security programs.

Budget Transparency and Acconntability

NCUA is committed to financial transparency and provides the public with information
concerning the agency’s budget and spending. As noted at the beginning of my testimony,
our website has a dedicated resource center with detailed information on our budget. On
this website is a wealth of budget information, inciuding:

= Board memorandums on the budget:

e Budget briefing sumnmaries and slides;

= Answers to budget questions submitted by stakeholders;

= Spending breakdowns by each office for ail major budget categories: pay and
benefits, travel, contracting, administration, rent, communications and utilities; and

® Fact sheets on: budget and financial transparency, the budget process, the agency’s
procedures for prioritizing information technology expenditures, the procurement
process, and NCUA budget savings.

Annual financial audits of alf funds under NCUA management are also posted to our
website as soon as they are available. This information enhances transparency by providing
detailed disclosures of our budget and budget-making processes. As a result of this online
transparency, NCUA’s budget disclosures greatly exceed the disclosures of other financial
institutions regulators.

Recognizing the value in the exchange of ideas, 1 also seek insights and input on an ongoing
basis from stakeholders in a variety of settings. From one-on-one meetings to town-hall
settings, conferences, and coordinated field meetings, I am accessible to discuss the budget
and other matters. I routinely crisscross the country speaking to and meeting with tens of’
tbousands of credit union officials representing every state.

To further my commitment to enhanced transparency and effective communications, I have
also held 18 in-person Listening Sessions and 11 online town-hail webinars since rejoining
the NCUA Board, and 1 will host another webinar next week. My Listening Sessions and
webinars are open to all interested parties.
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Monthly, Quarterly, Semiannual, and Annual Financial Reports

The Chief Financial Officer also reports quarterly to the NCUA Board at public meetings on
the financial status of the National Credit Union Share Insurance Fund and the Temporary
Corporate Credit Union Stabilization Fund. Video, audio, and written transcripts of these
reports are posted on NCUA’s website for a full year.

In addition, NCUA publicly posts interim reports throughout the year on the fiscal status of
the agency’s four permanent funds. These funds include the:

= Operating Fund,

= National Credit Union Share Insurance Fund,

s Central Liquidity Facility, and

= Community Development Revolving Loan Fund.

The agency maintains an extensive website on the corporate resofution costs and related
NCUA Guaranteed Notes used to fund the toxic corporate credit union assets. NCUA
continues to update information at least semiannualty to provide transparency on both the
Corporate System Resotution Costs and NCUA Guaranteed Notes Program sections of our
website.” All Stabilization Fund financial statements are posted by the Office of the
Inspector General on the website, as well.*! NCUA remains committed to informing
stakeholders on the eontinued progress of the corporate system resotution program and wiit
continue to publish updated information over the life of the Stabilization Fund.

The agency’s securitization strategy for the toxic assets is being managed to achieve the
lowest possible resolution cost. At the height of the crisis in 2009, the total unpaid principal
balance for the toxic assets (mostly private-label, residential mortgage-backed securities)
was $52.7 billion, but their market value was less than $22 biflion. Thus, market losses
from the five failed corporates would have exceeded $30 billion, an amount far in excess of
the Share Insurance Fund’s then $11 billion balance available to cover those losses.

As of December 2014, the unpaid principal balance of the toxic assets has declined to less
than $22 billion, and the market value is $16.7 billion. The midpoint for total projected
corporate system resolution costs has decreased to $8.8 billion from the original 2010
cstimate of $15 billion. The economic recovery and NCUA’s diligent pursuit of legal
recoveries from Wall Street firms involved in the underwriting and sale of faulty securities
sold to the corporates account for the improvements in overall corporate resofution cost
projections, To date, NCUA has recovered more than $1.75 billion from Wall Street firms
whose actions caused the failure of five corporate credit unions.

» See htm:#/www.neua Corps/RCosUF fault.aspx and
Bttpy/iwww.nous, Corpe/NGN/Pages/default.aspx, respecti

 See hitp://www.neua gov/a

a2es/Dage OIEASDN.
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NCUA’s audited financial statements for all four of our permanent funds and the Temporary
Corporate Credit Union Stabilization Fund, including ali notes, provide a comprehensive
picture of NCUA’s spending and financial performance. NCUA’s financial statement
presentation and footnote disclosures are presented as required by Generally Accepted
Accounting Principles, and all NCUA funds have received clean audit opinions. For the
Share Insurance Fund, expenditure data is aggregated within the principal financial
statements as required by GAAP, but more detailed information can be found within the
financial statement disclosures.

Finally, in compliance with federal law, a portion of NCUA’s Operating Budget is
reimbursed from the Share Insurance Fund through the overhead transfer. The overhead
transfer allocates expenses associated with insurance and regulatory compliance functions.
The percentage of the Operating Budget paid for by the Share Insurance Fund is also
presented to the NCUA Board for approval each year at the November open meeting.

NCUA’s methodology for calculating the overhead transfer rate was validated in 2011 and
2013 by PricewaterhouseCoopers LLP in independent studies which were released
publicly.®> In response to feedback from the credit union community and to obtain more
frequent public input on the overhead transfer rate going forward, NCUA will solicit
comments on the overhead transfer rate methodology every three years in conjunction with
the public review of the agency’s strategic plan.

Legislative Initiatives

Before closing my testimony, I would like to reiterate NCUA’s support for congressional
action in three areas: vendor authority, member business lending, and supplemental capital
for net worth purposes.

Vendor Authority

Since NCUA last testified in April 2015 before the House Financial Institutions
Subcommittee, both the Government Accountability Office and the Financial Stability
Oversight Council have recommended legislative action to provide NCUA with
examination and enforcement authority over third-party technology service providers.
Obtaining this authority over third-party vendors-—including credit union service
organizations, or CUSOs for short—is my top legislative priority.

In its July 2015 report, GAO recommended that Congress consider granting NCUA
examination authority over technology service providers.®® The GAOQ report notes that
NCUA has a limited ability to assess the risks third-party vendors pose for credit unions and

* See hitp//www.ncua.coviab i5¢%2 0D 201 1PwCOTRReview,pdf for the 2011 study
and http:/www.ncua 2013/2013ETS Analvsis,pdf for the 2013 study.

* See hitpi/fwwiv a0, | JAQ-18-509.
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ultimately the Share Insurance Fund, and to respond to any problems.?” NCUA may only
examine CUSOs and vendors with their permission and cannot enforce any recommended
corrective actions. This lack of authority stands in contrast to the powers of the Federal
Deposit Tnsurance Corporation, the Office of the Comptroller of the Currency, the Board of’
Governors of the Federal Reserve System, and most state regulators.

FSOC made a similar recommendation in its annual report released in May 2015.%
Specifically, FSOC supports the granting of examination and enforcement to NCUA and to
oversee third-party service providers engaged with credit unions. The report notes that this
legislative change would “enhance the security of third-party service providers and the
critical services they provide.”

As noted in our most recent testimony before this panel, NCUA is seeking to close a critical
reguiatory blind spot: non-transparent, ongoing risks to the credit union system from certain
types of CUSOs and third-party vendors that either originate loans or are business
technology providers or payment system providers.2? Without vendor authority, NCUA
cannot accurately assess the actual risk present in the credit union system. NCUA needs the
authority to determine whether current CUSO or third-party vendor risk-mitigation
strategies are adequate and can effectively protect the system from a propagated contagion.

NCUA is especially concerned about our ability to effectively mitigate cybersecurity threats
without third-party vendor authority. Our cybersecurity concerns predominantly relate to
cyber-threats against financial services vendors, some of which may exclusively serve large
numbers of credit unions or that have access to extensive personally identifiable information
for millions of credit union members. NCUA needs to exercise oversight to ensure proper
and robust safeguards are in place to protect such systems and data. With respect to such
technology service providers, NCUA would seek information related to their cybersecurity
safeguards, ongoing vulnerability assessments, and mitigation strategies in the event of their
being compromised.

Teday, the top five technology service providers serve more than half of all credit unions
representing more than 75 percent of the credit union system’s assets. Thus, a failure of
even one vendor represents potential risk to the Share Insurance Fund.

‘The potential for losses are not hypothetical. Since 2008, nine CUSOs have caused more
than $300 million in direct losses to the Share Insurance Fund and led to the failures of
credit unions with more than $2 billion in aggregate assets. In one such example, one
CUSO caused fosses in 24 credit unions, some of which failed.

o page 32 of the report at http:/) w20 80/671103 ndf.

¢ page 9 of the report at hitp://www treasury g
s/ 201 5%20FSOC %20 Annual?20Report pdf.

 See discussion starting on page 18 at hitp//wwiw.neua.gov/New: 120150423 Fazio.pdl
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If granted this authority, I want to assure Congress there would be no material change in
NCUA’s budget. NCUA does not intend to use this authority to regularly examine every
CUSO or third-party vendor, especially those posing limited risks. NCUA would use this
power to focus on examining those vendors with red flags or posing greater risks. When
material or widespread safety and soundness issues are identified, we would have the
authority to mitigate the risk and decrease losses for the Share Insurance Fund. NCUA
would also coordinate with the banking regulators through the Federal Financia] Institutions
Examination Council to conduct third-party reviews of non-CUSOs.

Member Business Lending

NCUA also continues to support legislation to adjust the member business lending cap, such
as the bipartisan Credit Union Small Business Jobs Creation Act. Sponsored by
Congressmen Royce and Meeks, H.R. 1188 contains appropriate safeguards to ensure
NCUA can protect safety and soundness as qualified credit unions graduaily increase
member business lending.

For federally insured credit unions, the Federal Credit Union Act imits member business
Joans to the lesser of 1.75 times the level of net worth required to be well-capitalized or 1.75
times actual net worth, unless the credit union qualifies for a statutory exemption.*® For
smaller credit unions with the membership demand and the desire to serve the business
segments of their fields of membership, the restriction makes it very difficult or impossible
to successfully build a sound member business lending program. As a result, many credit
unions are unable to deliver commercial lending services cost effectively, which denies
smalf businesses in their communities access to an affordable source of credit and working
capital.

These credit unions miss an opportunity to support the small business community and to
provide a service alternative to the small business barrower. Small businesses are an
important contributor to the locat economy as providers of employment, and as users and
producers of goods and services. NCUA betieves credit union members that are small
business owners should have full access to financiat resources in the community, including
credit unions, but this is often inhibited by the statutory cap on member business loans.

Sapplemental Capital for Net Worth Purposes

Finally, NCUA reiterates our support for legislation to allow more credit unions to access
supplemental capital, such as H.R. 989, the Capital Access for Small Businesses and Jobs
Act. Introduced by Congressmen King and Sherman, this bipartisan bill would allow
healthy and well-managed credit unions to issue supplemental capital that will count as net

F2US.CL T8 Ta,
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worth. This legistation would result in a new layer of capital, in addition to retained
earnings, to absorb losses at credit unions.

The high-quality capital that underpins the credit union system is a bulwark of its strength
and key 1o its resiliency during the recent financial crisis. However, most federal credit
unions only have one way to raise capital—through retained earmnings, whicbh can grow only
as quickly as earnings. Thus, fast-growing, financially strong, well-capitalized credit unions
may be discouraged from allowing healthy growth out of concern it will dilute their net
waorth ratios and trigger mandatory prompt corrective action-related supervisory actions.

A credit union’s inability to raise capital outside of retained earnings limits its ability to
grow its field of membership and to offer greater options to eligible consumers.
Consequently, NCUA has previousty encouraged Congress to authorize healthy and well-
managed credit unions to issue supplemental capital that will count as net worth under
conditions determined by the NCUA Board. Enactment of H.R. 989 would lead to a
stronger capital base for credit unions and greater protection for taxpayers.

NCUA stands ready to work with Congress on H.R. 989, H.R. 1188, and the agency’s
legislative proposal on vendor authority.

Conclusion

In closing, the credit union system is now headed in the right direction. Both the credit
union system and NCUA are in remarkably better condition than when I became Chairman.

We have ensured that NCUA has the resources needed to effectively oversee eredit unions.
NCUA has aiso worked to put in place new rules to protect the credit union system and
provide regulatory relief through the Regulatory Modernization Initiative. 1 will continue
working to protect the safety and soundness of credit unions and to safeguard the 100
million eredit union account holders who are federaily insured by NCUA.

T look forward to your questions.
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APPENDIX I

National Credit Union Administration
Regulatory Modernization Initiative
September 2011-June 2015 Resuits

IMPROVED RULES [ 8 : Do i :
= In20i3, expanded NCUA’s ideration of regulatory ptions for credit
unions with assets of less than $50 miltion, up from the previous $10 miftion.
*  Exempted two-thirds of the entire credit union system from NCUA rules on
. risk-based net worth and interest rate risk management.
Modernized

= Eased the compliance requirement for smal credit unions to access
emergency liquidity,

e Doubled the number of credit unions receiving special consideration for
regulatory relief in future NCUA rulemakings.

o To fusther regulatory relief, in 2015 the NCUA Board proposed to doubie the
threshold to $100 million.

Definition of
“Smalf” Credit Unions

+ Encouraged credit union loan modifications and ended manual reporting.

Eased Troubled Debt
N e Prevented unneeessary foreclosures.
Restructurings . o . . .
e Kept more credit union members in their homes throughout the crisis.
«  Raised potential membership for federal credit unions in rural districts from a
hard cap of 200,000 residents to a sliding scale: 250,000 residents or 3
Expanded percent of the state population, whichever is larger.

Rurat Districts ®  Permitted federal credit unions to serve rural districts and Indian reservations
in states experiencing extraordinary population growth, as well as in smalfer
states.

« Encouraged qualified federaf credit nnions to use “plain vanilia™ derivatives
Authorized to reduce risks.
“Plain Vanilla™ «  Permitted approved federal credit unions to continue mortgage fending while
tongie offsetting interest rate risk.
Derivatives oo o -
*  Protected the credit union system by providing an extra buffer against
potential losses at large credit unions.
Approved Treasury s Offered federal credit unions an additional investment backed by the federal
Infation-Protected government with zero credit risk.
Securities *  Provided returys indexed o inflation rates rather than interest rates.

Established Charitable | o  Empowered federal credit unions to safely pool investments designed to
Donation Accounts benefit national, staie, or local charities.

*  Eliminated federal credit unions™ 5-percent cap on fixed assets.
« Empowered federal credit unions to make their own business decisions on

h of land, buildings, office and logy.

Efiminated the
Fixed-Assets Cap

P

Proposed Asset «  Would fet qualified federai credit unions to securitize their own assets.
Securitization o Offered as an additional tool to manage interest rate and liquidity risks.
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Expedited Field of
Membership Expansions

Authorized 12 new types of associational groups to receive automatic pre-
approval for inclusion in a federal credit union’s field of membership.

Proposed Modernizing

Removed rigid requirements to provide credit unjons with greater flexibility

Member Business and i ial autonomy in prudently p g member business loans.
Lendi apr based regulatory app to
ending "
fending.
 STREAMLINED
PROCESSES

Low-Income Credit
Union D:

Implemented an “opt-in" process whereby eligible credit unions can simply
say “yes” to receive the low-income designation.

More than doubled the number of low-income designations, reaching more
than 2,300 credit unions serving 30 million members.

Low-i credit unions are authorized by statute to expand member
business lending beyond the statutory cap, obtain supplemental capital,
raise non-mermber depasits, and apply for Community Development
Revalving Loan Fund grants and {oans.

Released guidance encouraging credit unions to apply for blanket waivers
for member business loans meeting certain conditions.

g,l:i':_l:i; Eliminated the requirement for many business owners to pledge personal
guarantees against loans with high-value collateral based on sound
underwriting principles,
Created an expedited exam process for well-managed credit unions with
Expedited CAMEL ratings of 1, 2, or 3 and assets of less than $30 million, with the
Examinations program expanding to $50 miltion in 2015.
Enabled these credit unions fo dedicate more resources to serving members.
Facilitated Provided poticy flexibility for low-income credit unions to redeem

Secondary Capital

secondary capital at investors’ requests.

ISSUED LEGAL
"OPINIONS

Extended
Loan Maturities

Permitted loan maturities up to 40 years after loan modifications.
Significantly reduced monthly payments for borrowers in need.

Expanded
Vehicie Ficets

Modernized the definition of “fleet” from two to five vehicles for member
business foans.

Provided regulatory relief and cxpanded access to credit for small
businesses and startups.

Maodernized
Service Facilities

Included full-service video tellers in the definition of federal credit union
service facilities.

Empowered federal credit unions {o expand services in underserved areas
without necessarily purchasing more brick-and-mortar branches.

Changing Charters
in Mergers

Permitted credit unions to change charters to facilitate voluntary mergers.
Retained credit union service for members of merging credit unions.
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g;’\‘&%f:caﬂ Frank Keating
i Aggggigtim President & CEQ

202.663.5111

Building Success. Tagather. fkeating@aba.com
July 22, 2015
The Honorable Randy Neugebauer The Honorable Lacy Clay
Chairman Ranking Member
Subcommittee on Financial Institutions Subcommittee on Financial Institutions

and Consumer Credit and Consumer Credit

House Financial Services Committee House Financial Services Committee
Washington, DC 20515 Washington, DC 20515

Dear Chairman Neugebauer and Ranking Member Clay:

We understand that the Subcommittee plans to hold an oversight hearing Thursday, July 23 to look
into the National Credit Union Administration (NCUA). We strongly commend the Subcommittee’s
efforts to provide much needed oversight of the NCUA. Although the hearing will be focused on
NCUA’s budget, we write to make you aware of what we believe are much more serious issues that
warrant strong Congressional oversight. Once called a “rogue federal agency” by a federal judge,
over the past month it has become obvious that NCUA has again become a cheerleader for the $1
trillion industry it is charged with supervising.

Congress established a very specific statute designed to focus the credit union industry, which enjoys a
massive $25.39 billion federal subsidy over 10 years from its tax exemption, on its mission to serve
consumers of modest means. However, in the name of “regulatory relief,” NCUA’s Chairman has
announced her intention to circumvent the most critical statutory limits, despite Congress’s continued
choice not to enact reforms. In a June 25, 2015 speech, NCUA’s Chairman announced that she will
provide what amounts to the credit union industry’s entire legislative agenda—dramatically increased
business lending authorities, field of membership expansion, and supplemental capital-—through
regulation. “Regulatory relief” does not mean promoting explosive growth of the credit union
industry at the expense of taxpayers, community banks, or the communities those banks serve.

The agency’s new proposed rule on business lending is a stunning snub to Congress. NCUA claims
authority to raise the statutory cap on credit union business lending through regulatory fiat. The
12.25% of assets cap was a deliberate policy choice made “to ensure that credit unions continue to
fulfill their specified mission of meeting the credit and savings needs of consumers, especiaily persons
of modest means, through an emphasis on consumer rather than business loans.”-- Senate Banking
Committee Report 105-193. Acting with willful blindness to Congressional intent, NCUA now claims
12.25% is “shorthand” for the cap, and that the agency can raise it on its own. This is a striking about
face; NCUA’s current Chairman testified to Congress twice in 2011 that 12.25% is the cap, and
advocated for legislation to raise it—legislation unnecessary if NCUA had these powers all along.
NCUA’s creative reading of the statute is also incorrect, a detailed conversation we are happy to have
with the Committee.

NCUA’s proposal would also make the cap irrelevant, an even more troubling reality. By removing
limits on business loan participations to non-members and “clarifying” that these loans are exempt
from the 12.25% cap, NCUA will enable a massive, risky loan syndication program that will allow
credit unions a much higher concentration in business loans. This will enable credit unions to engage
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even further in risky activities like large multimillion-dollar commercial real estate lending, fueled by
a taxpayer subsidy. NCUA has not established that it is prepared to supervise institutions with a
dramatically expanded business loan portfolio. This is an agency with a demonstrated poor track
record when it comes to supervision, as has been chronicled by the Government Accountability Office
and NCUA’s own Inspector General. NCUA says it will provide guidance to credit unions and a
comprehensive examiner re-training program. However, this amounts to on-the-job training for a
federal agency that has time and again shown a lack of sophistication, yet whose insurance program
enjoys the full faith and credit of the United States.

Compounding these abuses, NCUA’s Chairman promised in that June 25th speech that the agency will
propose new rules before the end of 2015 to expand fields of membership and provide authority for
partial supplemental capital. While these proposals have not been finalized, we are troubled by
multiple public statements from at least one NCUA board member suggesting that a primary goal is to
help the industry grow. Facilitating growth at credit unions is not NCUA’s job. Rather, it is charged
with protecting the taxpayers who back its insurance fund. We must remember that as this massive
tax exempt industry seeks to expand, it does so at the expense of taxpayers. Congress should ask the
difficult questions of NCUA about why the agency is undertaking these efforts. In particular,
Congress should examine the potential impact such actions could have on safety and soundness and
lost federal tax revenue, and if they undercut the very purpose of the credit union tax exemption.

In the same speech, NCUA’s Chairman also took credit for the agency’s efforts to “streamline” the
designation for low-income credit unions, which Congress established to help credit unions in poor
communities. It is no coincidence that the authorities provided to low income credit unions—an
exemption from the business loan cap, supplemental capital authority, and the ability to accept non-
member deposits from any source—are the perennial favorites on Capitol Hill for the credit union
lobby. According to Chairman Matz, 47% of all federal credit unions now receive the low-income
designation. These numbers are so high that we question whether the agency is giving credit unions a
serious look at whether the “low-income™ designation is appropriate. Moreover, NCUA’s definition
of “low income” is so broad as to capture tens of millions of people who are far from low income,
such as the campus communities at Harvard and Georgetown, and the residents of Connecticut’s Gold
Coast, including Stamford, Greenwich, and Norwalk. We encourage Congress to ask for an
explanation of whether NCUA is using the low income designation as intended, or using it as a tool to
empower credit unions to skirt the law.

For years, NCUA has demonstrated its greatest interest is serving as an enabler for an industry that is
already subsidized by its tax exemption. Congress should be very concerned at NCUA’s recent
actions. We hope NCUA will reconsider its statutory obligations and focus its efforts on reaching
those for whom the credit union industry was truly created. Meanwhile, we hope Congress will
aggressively exercise its oversight function and reorient this out of control agency.

Sincerely,

Q\Q NN

Frank Keating

cc: Members of the House Committee on Financial Services
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The Honorable Randy Neugebauer The Honorable Lacy Clay
Chairman Ranking Member

Committee on Financial Services Committee on Financial Services
U.S. House of Representatives U.S. House of Representatives
Washington, D.C. 20515 Washington, D.C. 20515

Dear Subcommittee Chairman Neugebauer and Ranking Member Clay:

On behalf of the Credit Union National Association (CUNA), I am writing to thank you
for holding this week’s hearing entitled, “National Credit Union Administration Operations
and Budget.” CUNA represents America’s credit unions and their more than 100 million
members. We respectfully ask that this letter be included as part of the record of the
hearing.

The ever-increasing and ever-changing regulatory burden credit unions face means that
credit and services are less available and more expensive for members. We appreciate the
efforts of the Committee to understand the burden small institutions face and the emphasis
you placed on removing unnecessary barriers so that credit unions can more fully serve
their members and communities.

The National Credit Union Administration (NCUA) is the prudential regulator for federally
chartered credit unions and administers the National Credit Union Share Insurance Fund
(NCUSIF) for federally insured credit unions. The NCUSIF and nearly all of the operating
expenscs of the agency are funded through credit union member resources; this means that
a portion of the funds that could be used by credit unions to benefit your constituents with
lower loan rates, fewer fees, and higher interest rates on deposits are instead set aside to
fund the regulation and insurance of the credit union system. In the past, NCUA has held
regular budget hearings to allow stakeholders to weigh in on the operations of the agency;
however, those hearings were discontinued in 2009. In the intervening years, the NCUA
budget has continued an expansive trend while at the same time the budgets of other federal
banking regulators have decreased. For all of these reasons, it is critically important that
the subcommittee exercise regular and thorough oversight of NCUA to ensure that credit
union member resources are efficiently and appropriately used. We greatly appreciate your
calling this hearing to hear from NCUA Chairman Matz on this issue.

While the efficient and appropriate use of credit union member resources at NCUA is
critical, as outlined below, there are several other issues that we encourage you and others
on the Subcommittee to explore with Chairman Matz.
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NCUA’s Risk-Based Capital Proposal Misses the Mark and Congress Should Consider
Statutory Changes to Credit Union Capital Requirements

One lesson of the financial crisis is “capital is king” and the measures used to assess the capital
condition of many of our nation’s banking institutions were imperfect. Financial regulators,
including NCUA, have worked in recent years to impose “better” schemes to assess the health of
financial institutions; NCUA’s new risk-based capital proposal (RBC) is its latest attempt in this
area.

While we appreciate the significant improvements that NCUA has made to the second version of
this proposed rule (RBC2), we continue to question whether NCUA has the statutory authority to
set a risk-based standard for determining whether a credit union is well-capitalized, as opposed to
adequately capitalized, and we also question whether the cost of implementing the proposal
outweighs the benefit to the National Credit Union Share Insurance Fund (NCUSIF). To state it
clearly: we still believe this proposal is a solution that will not work in search of a problem that
does not exist in the credit union system.

The question of legal authority to set a risk-based capital standard for the purposes of determining
whether a credit union is well capitalized is a critical question for Congress to explore. Attached
to this letter is a legal opinion supporting our view that NCUA lacks the authority to issue the rule
it has proposed. This position is also supported by several Members of Congress who were directly
responsible for the development of this provision of the Federal Credit Union Act (FCUA), and
who commented on the previous proposal, including the former chairman of the Senate Banking
Committee Alfonse D’Amato, who said:

“[WThen we included in the law the language: ‘The Board shall design the risk-
based net worth requirement to take account for any material risk against [which]
the net worth ratio required for an insured credit union to be adequately capitalized
may not provide adequate protection,” we meant just that, adequately capitalized.
If we had intended there should also be a separate risk-based requirement to be well
capitalized (in addition to the 7% net worth ratio), we would have said so.”!

Given the preponderance of evidence which suggests that NCUA does not have the authority to
establish a risk-based capital requirement for the purposes of determining whether a credit union
is well-capitalized, we have urged NCUA in the strongest terms possible to withdraw the proposal
or revise it consistent with current law.

! Letter from Senator Alfonse M. D’Amato to Mr. Gerard Poliguin, Secretary of the Board, National Credit Union
Administration. May 7, 2014.
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Another very troubling provision in RBC2 is the capital adequacy requirement. This provision
could be among the most problematic for credit unions in RBC2 because it would grant examiners
considerable latitude to determine whether a credit union needs more capital - even if it meets the
regulatory requirement of being well-capitalized according to standard net worth and risk-based
capital ratio requirements. What use are regulatory capital requirements if the examiner can come
into the credit union and demand more? The boards of directors and executives running credit
unions need certainty in this area, not unpredictable, subjective requirements set by examiners.

As part of its RBC2 proposal, NCUA provided advance notice that it intends to consider a new
proposal related to interest rate risk. Our comment letter on this matter, also attached to this letter,
provides a greater level of specificity but in summary, we question whether a new rule on interest
rate risk is necessary given the fact that NCUA presently has many supervisory tools that could be
used to identify unreasonable interest rate risk at individual credit unions. We ask the
Subcommittee to explore with the agency whether a new rule is necessary or whether this might
be better monitored through improvements in the supervisory process.

NCUA should withdraw this proposal. In lieu of that, NCUA should improve RBC2 by fixing risk
weightings, applying the rule only to adequately capitalized credit unions, as required by the
Federal Credit Union Act (FCUA), removing subjective capital adequacy requirements and
allowing supplemental capital to be used for RBC purposes. Further, we believe the Subcommittee
should consider H.R. 2769, the Risk-Based Capital Study Act, which would delay implementation
of this proposal until NCUA has conducted further analysis of its impact on credit unions.

Statutory Changes to Credit Union Capital Requirements Are Necessary

It has been nearly 20 years since Congress imposed statutory capital requirements on credit unions,
and the time has come to revisit those standards. We encourage Congress to consider
comprehensive reforms to the credit union capital structure, including authorizing NCUA to define
what the different net worth levels must be in order to be “well-capitalized,” “adequately
capitalized,” “undercapitalized,” and “significantly undercapitalized,” based on credit unions’
financial performance, current economic trends and other relevant factors.

NCUA has supported H.R. 989, the “Capital Access for Small Businesses and Jobs Act” which
would grant NCUA the authority to allow all credit unions to accept supplemental forms of capital.
CUNA strongly supports this bill because it would strengthen the safety and soundness of the
credit union system by allowing additional non-ownership forms of capital to be accepted by credit
unions. Under current law, approximately 2,000 credit unions, those designated as low-income
credit unions, have this authority. Permitting all credit unions to acquire supplemental capital in a
manner consistent with their cooperative ownership structure would enhance the safety and
soundness of the credit union system.
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NCUA Should Improve Analysis of Its Rulemakings and Congress Should Require Public
Hearings on the NCUA Budget

We encourage Congress to require NCUA to complete an extensive cost-benefit analysis before
the agency proposes any rule and to provide this analysis with any proposal that is issued for
comment. It is reasonable that credit unions should be provided with an analysis of the cost and
the benefit of proposals the regulator is proposing. Credit unions fund NCUA and the NCUSIF,
incur costs at the credit union level when new rules are adopted, and have a vested interest in the
health of the system and the effect any new rule may have upon them.

We encourage the Subcommittee to consider H.R. 2287, a bill to require the NCUA Board to
conduct an annual public hearing on the agency’s draft budget. While we appreciate the
opportunity to discuss budgetary concerns with the Board in advance of action on the budget, it is
fair and reasonable for the Board to take public comments for the record prior to taking action on
a budget that relies on credit union member resources. Conducting such a hearing would allow
NCUA board members the appropriate time to review the suggested budget, allow stakeholders to
witness the proceeding, and be incredibly meaningful to the credit unions that are responsible for
funding the activities of the agency because they would have the ability to submit comments before
the budget is finalized. Similar hearings were held for several years until they were discontinued
in 2009. Until such time that a law can be enacted to compel the agency to provide such a forum
for credit union stakeholders, we encourage the Subcommittee to ask the Chairman of the NCUA
to testify annually on the agency’s budget.

NCUA Examinations Remain Problematic; Congress Should Enact Examination Fairness
Legislation

Credit unions support strong, fair and appropriate safety and soundness regulation and
supervision to protect financial resources and their members and to minimize costs to the
NCUSIF borne by all federally insured credit unions. Examinations should be based on the faws
Congress enacts and the regulations that NCUA promulgates, not on an examiner’s interpretation
of best practice or guidance. CUNA continues to hear concerns from its members regarding
credit union examinations, as evidenced by a recently conducted survey.?

2 CUNA/league affiliated credit unions received ongoing email correspondence from CUNA and their state league
presidents inviting them fo complete an on-line survey on their most recent exam. In addition, the survey was
prominently featured on CUNA's website, in CUNA newsletters, and by leagues in a number of their
communications with credit unions. The questionnaire was aimost identical to one used in both 2012 and 2013. By
September 10, 2014, we had received 447 responses, representing approximately 7% of all credit unions. On
average, responding credit unions were once again somewhat larger than all US credit unions: For example, 37% of
responding credit unions reported $25 millon or Jess in assets, while roughly 50% of all U.S. credit unions are this
large. At the other end of the speetrum, 23% of responding credit unions have more than $250 miilion in assets
compared to 11% of the population. In any case, there was strong response across all asset sizes. Because larger
credit unions were more likely to respond, responses from single common bond credit unions were lower than the
population, and community charters are more heavily represented. All totals reported in the survey will be weighted
to the distribution of all credit unions by asset size when the final report is released, though doing so is unlikely to
significantly change the observations found in this preliminary summary of findings.



67

The Honorable Randy Neugebauer
The Honorable Lacy Clay

July 22,2015

Page 5

Twenty eight percent of credit unions reported dissatisfaction with their most recent exam.
Excessive use of documents of resolution, applying "guidance" or "best practice" as if it was
regulation, and examiners taking action to “cover” themselves stood out as the items that
received the most negative ratings. Further, CUNA continues to hear issues about disconnects
between the guidance of NCUA and the implementation by the examiners in the field. This
results in extra time, costs, and burden to resolve exam disputes which should otherwise be
unnecessary. This, coupled with NCUA’s lack of an independent appeals process, to dispute
determinations made in its exams leave the regulator in some instances unaccountable for its
actions.

Credit unions need an examination appeals process that is independent and protects them from
examiner retaliation. To date, we are aware of no credit unions which have successfully appealed
an examination decision. We believe an independent process at the Federal Financial Institution
Examination Council (FFIEC) would improve the appeals process and lead to fairer exams.

CUNA supports Rep. Westmoreland’s bill, H.R. 1941, the “Financial Institutions Examination
Fairness and Reform Act” that will codify certain examination standards, provide an independent
ombudsman to whom credit unions and banks could raise concerns about their exams, and create
an independent appeals process under which they could dispute determinations made in their
exams.

Credit union have also expressed concern with the frequency of exams. We hope the
Subcommittee will encourage NCUA to refine the cycle for examinations to be more consistent
with the examination cycle for banks.

NCUA Should Extend Share Insurance Coverage to Prepaid, Payroll and Other Stored
Yalue Cards

NCUA recently closed comments on a proposed rule that would make necessary changes required
by the Credit Union Share Insurance Fund Parity Act (CUSIFPA or H.R. 3468). Unfortunately,
NCUA did not propose to extend share insurance to prepaid, payroll and other stored value
cardholders. The FCUA gives NCUA the authority to insure these cards and this authority has
been amplified by H.R. 3468, which adds additional language to the FCUA allowing NCUA to
provide share insurance to “other similar escrow accounts,” which encompasses these cards.

Allowing share insurance coverage to prepaid, payroll and other stored value cards will allow
credit unions to better serve their small business members who wish to compensate employees
though this form of payment, which has the added benefit of protecting the unbanked from costly
check cashing fees. NCUA should follow the lead of other regulators and Congress by extending
deposit insurance coverage to the aforementioned accounts.
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NCUA Has the Authority It Needs With Respect to Third Party Vendors

We are deeply concerned that NCUA continues to urge Congress to convey to the agency
supervisory authority over vendors and credit union service organizations (CUSOs). Further, we
are troubled by the agency’s recent assertion that having such authority would represent regulatory
relief for credit unions.

CUNA opposes new statutory authority for NCUA to regulate and supervise directly Credit Union
Service Organizations (CUSOs) or other third party entities that provide products and services to
credit unions. Credit unions are already supervised for due diligence in third-party vendor
relationships during their regular examinations, and many of the third parties on which credit
unions rely also serve banks and, therefore, are subject to supervision by banking regulators.
Further, we question the capacity of the agency to supervise these entities, and we fear the cost of
making the agency capable of such supervision — which would be paid with credit union member
resources — would vastly outweigh the benefit derived from such supervision. Giving NCUA
additional, and redundant, authority to supervise third party vendors would increase the cost of the
services these entities provide credit unions without providing any added benefit to the agency.

We are also unconvinced that NCUA needs authority to regulate CUSOs inasmuch as CUSOs are
generally owned by credit unions, subject to a statutory restriction that guards against
concentration risk. The agency should be able to get the information it needs regarding CUSOs
from the credit unions that own them.

We encourage the Subcommittee to reject NCUA’s request for additional supervisory authority.

Statutory and Regulatory Changes Are Necessary to Ensure Credit Unions Can Continue to
Meet the Needs of Their Business Lending Members

We reiterate our call on Congress to restore credit unions’ authority to lend to their small business
members, by enacting H.R. 1188, the “Credit Union Small Business Jobs Creation Act”. No
economic or safety and soundness rationale has ever been established for why credit unions should
be subjected to a cap on small business lending, and we believe Congress should fuily restore
credit unions® ability to lend to their small business members, as they did without statutory
restriction until 1998.

As we have testified many times before, while the small banks were asking for taxpayer money to
lend to small businesses, credit unions were pleading with Congress to permit well-capitalized
credit unions with a strong history of business lending to lend beyond the arbitrary cap on business
lending that is in statute, with no cost to the taxpayer.

? Fazio. 15. [is this FN correct?]
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The facts are not in dispute. During the financial crisis, banks withdrew access to credit for smali
businesses while credit unions kept lending. Anecdotally, we are aware of several instances in
which banks referred business lending customers to credit unions, because they were unable to
make the loans themselves.

NCUA has testified in support of expanding the business lending cap several times, most recently
before the Senate Banking Committee in February.* The administration has supported expanding
the business lending cap.®> There are close to 500 credit unions for which the cap is a significant
operational restriction. These credit unions deserve the opportunity to continue to serve their
business members and their communities, and Congress should address this issue.

NCUA recently proposed a new member business lending regulation that would remove many
burdensome and restrictive requirements from regulation. While we continue to study the
proposal, which is still open for comment, our initial analysis of the proposal is that it could
facilitate credit union business lending provided that the reduction in regulatory burden is not
replaced with inconsistent or unreasonable requirements imposed by examiners.

Low Income Designation

The FCUA exempts credit unions designated as low income by NCUA from statutory member
business lending restrictions, and allows them to accept nonmember deposits and to access
supplemental capital. We have encouraged NCUA to make the low-income status more available,
more transparent and more certain for credit unions. The agency in recent years has helped identify
credit unions that qualify for the status, but often times these credit unions do not know how they
have qualified or how close they may be to becoming disqualified. Further, when the credit union
drops below the level at which they are qualified to be low-income, they are required to divest
business lending above the statutory cap within five years. We have asked the agency to give
credit unions more time to get back on track if they temporarily drop below the low-income
threshold. NCUA and Congress could help credit unions by creating a process that allows credit
unions to obtain low-income status permanently.

Overhead Transfer Rate

The FCUA authorizes the NCUA board to expend funds from the Share Insurance Fund for the
“administration and other expenses” related to federal share insurance. The percentage of NCUA’s
operating budget which comes from this transfer is the Overhead Transfer Rate. CUNA opposes
any overhead transfer of agency expenses to the NCUSIF that are not legitimate, substantiated
“insurance-related” costs, consistent with fairness to state and federal credit unions

* Testimony of Larry Fazio, Director, Office of Examination and Insurance, National Credit Union Administration,
before the Senate Banking Committee Hearing on “Regulatory Relief for Community Banks and Credit Unions.”
February 10, 2015.

* Letter from U.S. Secretary of Treasury Timothy Geithner to House Financial Services Committee Chairman
Barney Frank. May 25, 2010.
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and the FCUA. The NCUA Board should fully communicate its analysis and proposal regarding
the overhead transfer rate to the credit union community in a timely manner prior to setting a new
overhead transfer rate, and stakeholders should be able to comment on this proposal.

Capital Planning and Stress Testing

We have significant concerns regarding NCUA’s stress testing requirements for very large credit
unions. NCUA has not sufficiently substantiated the need for a capital planning and stress testing
regulation, given the financial performance of credit unions in general and the largest credit unions
that would be covered by the rule in particular. The fact that Congress under the Dodd-Frank Act
did not include NCUA among the agencies directed to implement capital plans or stress testing for
the largest institutions they regulate supports our view that this regulation is not the best course of
action. This is an example of NCUA applying rules designed for the largest financial institutions
to credit unions that, while large relative to other credit unions, are small in comparison to mega-
banks and other large financial institutions.

We are deeply concerned about the costs that the agency has estimated would be associated with
the final rule. Agency staff have indicated that the rule initially will cost the agency $4 million,
or $1 million per covered credit union, to implement. NCUA has not shared with credit unions
how it arrived at the $4 million estimate, and we feel the agency should have provided more
information regarding these cost projections. We have concerns that the implementation costs
could even exceed this already extremely high estimate, and we are not sure what benefit the
agency aims to glean from this effort since these institutions regularly conduct their own stress
tests. In addition, the cost burdens placed on credit unions to comply with these new requirements
are likely far in excess of the estimated costs to the agency.

NCUA Involvement with Accounting Standards

CUNA recently contacted NCUA Chairman Matz to ensure NCUA is aware of CUNA’s
continuing grave concerns regarding the Financial Accounting Standards Board's (FASB) pending
rule change on accounting for credit impairment.

The pending change, which was proposed in December 2013 and is expected to be finalized by
the end of this year, will require credit unions to utilize a current expected credit loss (CECL)
mode} on all financial assets and financial liabilities. This approach will have a dramatic impact
on credit unions, due primarily to a change that will rcquire them to hold much more in reserves
for future possible loan losses, despite the fact that credit union loan loss reserving has proved to
be more than adequate, even during the recent financial crisis.

While the proposal will in no way change economic reality, it will result in lower apparent capital
ratios at credit unions and banks. Therefore, we hope NCUA will instruct examiners to make the
appropriate adjustments in assessments of capital adequacy in order to minimize the



71

The Honorable Randy Neugebauer
The Honorable Lacy Clay

July 22,2015

Page 9

negative impact on credit unions. To illustrate this, assume under the CECL approach a credit
union’s net worth ratio falls by 50 basis points. In such an instance, an examiner who otherwise
might have suggested, for example, a 9% net worth ratio should now be satisfied with 8.5%.

As communicated previously to NCUA, CUNA urges NCUA to work with FASB as it finalizes
these changes. Since FASB appears reluctant to consider any major changes to the proposal, we
believe it is critical that FASB hear directly from federal financial regulatory agencies, including
NCUA.

Conclusion

On behalf of America’s credit unions and their more than 100 million members, thank you very
much holding this hearing and considering our views. We look forward to continuing to work with
this Committee on enacting into law meaningful regulatory relief for credit unions and their

members.

Sincerely,

fssle
dent & CEO

Attachments
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memorandum

TO Eric Richard DATE  September 18, 2014
General Counsel
Credit Union National Association

Mary Dunn
Deputy General Counsel
Credit Union National Association

FROM  John Cooney EMAL  jfcooney@venable.com
William Donovan wjdonovan@venable.com

RE Analysis of NCUA’s Risk-Based Net Worth Proposal

We have attached a document for CUNA’s use in presenting its arguments to external
constituencies that NCUA’s proposal to establish a minimum risk-based net worth requirement
for a complex credit union to be classified as well capitalized violates the express language of the
Credit Union Membership Access Act; and that the rationale for this approach that NCUA has
set forth in recent letters to Members of Congress is uniawful because it violates the explicit
language of that statute.
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memorandum

TO Eric Richard DATE  September 18,2014
Genceral Counsel
Credit Union National Association

Mary Dunn
Deputy General Counsel
Credit Union National Association

FROM  John Cooney EMAIL  jfcooney@venable.com
William Donovan wjdonovan@vcnable.com

RE NCUA’s Proposal To Establish a Separate Risk-Based New Worth Requirement for a
Complex Credit Union To Be Classified as Well Capitalized Is Unlawful Because It
Violates the Plain Language of the Statute

The National Credit Union Administration Board lacks statutory authority to establish a
minimum 10.5 percent risk-based net worth requirement for a complex credit union to be
classified as “well capitalized,” as proposed in § 702.102(a)(1)(ii) of its Proposed Rule. Issuance
of such a provision in the final rule would be plainly untawful.

The literal language of Section 301 of the Credit Union Membership Access Act
(“CUMAA™), Pub. L. No. 105-219, 12 U.S.C. § 1790d, and its supporting legislative history
demonstrate that Congress granted NCUA authority only to establish a single risk-based net
worth requirement for complex credit unions — the standard that a credit union must meet to be
classified as “adequately capitalized” — and did not grant the agency the power to promuigate a
separatc risk-based standard for a credit union to be classified as “well capitalized.” To the
contrary, the express language of Section 1790d provides that the identical risk-based net worth
requirement that is applicable in determining whether a complex credit union is “adequately
capitalized” also must be applied in determining whether that institution satisfies the criteria for
classification as “well capitalized.”

A key provision to understanding the limits on NCUA’s authority to establish risk-based
capital is 12 U.S.C. § 1790d(d)(2), which Congress in drafting CUMAA intentionally and
appropriately labeled “Standard.” By including a “standard” for the agency to follow, Congress
intended not only that NCUA develop its risk-based capital system consistent with this provision
but also that it refrain from developing a risk-based capital system that did not reflect this
language.
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Congress left no ambiguity regarding its intentions; the plain language of the standard it
established in 12 U.S.C. § 1790d(d)(2) directs NCUA to:

design the risk-based net worth requirement to take account of any material risks against
which the net worth ratio for an insured credit union to be adequately capitalized may not
provide adequate protection.

The words themselves could not be clearer in setting the course for NCUA to follow.
The language leaves no doubt that Congress meant for NCUA to develop a risk-based capital
standard for complex credit unions using a model that synchronizes risk-based capital with net
worth requirements for adequately capitalized credit unions, and not set a higher risk-based
capital threshold for well capitalized credit unions.

Congress could have crafted a standard that left: out the words “adequately capitalized™;
had it done so NCUA would have much greater latitude to develop a risk-based capital systemn
that imposes a higher level for well capitalized credit unions to attain. However, since that is not
what Congress did NCUA may not and must not ignore the plain language that risk-based capital
must be designed so that adequately capitalized credit unions will have a combination of Tier I
and risk-based capital that provides them “adequate protection,” without imposing even higher
risk-based capital requirements on well capitalized credit unions.

Moreover, as discussed more thoroughly below, Members of Congress who helped
develop and manage the passage of the Prompt Corrective Action (“PCA”) provisions included
in CUMAA have emphasized that Congress intended the adequately capitalized level to be the
benchmark to which additional risk-based capital would be applied.

Some have suggested that an analysis of Congressional intent regarding risk-based capital
requirements should not focus on this singular provision. However, no other provision in
12 U.S.C. 1790d so squarely addresses the scope and limits of NCUA’s authority in setting the
risk-based capital standard. It is a longstanding principal of statutory construction that general
provisions, even when strung together to form an argument, do not dilute or outweigh specific
directives Congress has inciuded in a statute.

Thus, even when all other relevant provisions regarding how risk-based capital
requirements are considered, the conclusion is the same. The statute does not give NCUA the
flexibility to impose a higher risk-based capital standard on well capitalized credit unions than it
imposes on adequately capitalized credit unions.

A provision that mentions “risk-based net worth” generally is Section 1790d(c), net
worth categories. Under Subsection (c)(1)(A), a well capitalized credit union must have a net
worth ratio of not less than 7 percent and must meet any applicable risk-based net worth
requirement under subsection (d) — the very provision addressed above that tells NCUA how the
risk-based capital standard is to be designed.

While Section 1790d(c) states that a well capitalized credit union must meet any
applicable net worth requirement, the provision does not override or contradict Subsection (d).

2
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Rather, it provides that a well capitalized credit union must comply with an applicable risk-based
capital requirement — but in light of the reference to 12 U.S.C. § 1790d(d), the requirement may
be no higher than the risk-based capital threshold the agency has established for adequately
capitalized credit unions.

As discussed below, 12 U.S.C. § 1790d(b)(1) provides that NCUA’s PCA system must
be consistent with Section 1790d and “comparable” to the system established under section 38 of
the Federal Deposit Insurance Act. NCUA has followed the lead of the bank regulators in
proposing a higher risk-based capital requirement for well capitalized credit unions, aithough the
well capitalized risk-based capital ratio under Basel I1I is 10%, compared to NCUA’s 10.5%.

While NCUA has been mindful of comparability, under 12 U.S.C. § 1790d(b) Congress
also directed NCUA to develop a PCA system that takes into account the unique nature of credit
unions. Specifically, NCUA is to consider that credit unions are not-for-profit cooperatives that
do not issue stock, rely on retained earnings to build capital, and have volunteer boards of
directors. By setting a higher risk-based capital requirement for well capitalized credit unions,
the proposal fails to take these factors into account.

The conclusion that NCUA may not set risk-based capital standards for well capitalized
credit unions that is higher than the threshold for adequately capitalized credit unions is also
reinforced by the structure of the statute. Section 1790d(e) sets forth a specific mechanism under
which “adequately capitalized™ credit unions are required to continue building their capital so
that they ultimately will satisfy the explicit standard that Congress adopted for classification as
“well capitalized.” Notably, Subsection 1790d(e)(2) provides NCUA with a specific role in that
process and carefully defines its discretion, under which the agency may decrease but may not
increase the rate at which “adequately capitalized” credit unions are required to augment their
capital. Accordingly, this specific statutory mechanism for building capital confirms the natural
interpretation of the literal language of Section 1790d, that Congress did not grant NCUA
authority to adopt a second and higher risk-based net worth requirement for a credit union to be
classified as well capitalized.

The legislative history of CUMAA clearly states that Congress delegated to the NCUA
Board only the authority to adopt a single risk-based net worth standard for both “adequately
capitalized” and “well capitalized” levels. Comment letters submitted to NCUA by former
Speaker of the House Newt Gingrich and former Senate Banking Committee Chairman Alfonse
D’ Amato confirm that Congress acted deliberately to restrict NCUA to the issuance of a single
risk-based capital requirement that would apply to both net worth categories.

NCUA did not offer a legal rationale for its proposed dual risk-based standards in its
Notice of Proposed Rulemaking. The justification it has belatedly offered in letters to
Congressmen Kenny Marchant and Steve Stivers violates the express language of CUMAA.
While the speeific substantive provisions of Section 1790d expressly authorize it to adopt only a
single risk-based net worth standard, NCUA claims that it can import a dual risk-based net worth
requirement into its regulation. The agency looks to Section 1790d(b)(1)(A)(ii), which provides
generally that the agency’s implementing rule shall be “comparable” to the PCA system applied

3
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to banks under 12 U.S.C. 18310 — a system that, through rules adopted by other administrative
agencies, does contain two different risk-based standards for “adequately capitalized” and “well
capitalized” institutions.

NCUA’s position ignores the plain language of the statute. The provision immediately
prior to the one on which it relies, Section 1790d(b)(1)(A)(i), provides that NCUA’s regulation
shall be “consistent with this section . . .” The rationale NCUA offered the Members of
Congress in defense of the agency’s position fails to acknowledge the existence of this provision,
which expressly requires that the agency’s implementing rule must comply with the specific
provisions that Congress actually enacted in Section 1790d.

NCUA also simply ignores the existence of Section 1790d(e), a specific mechanism that
addresses the same concerns — how to ensure that “adequately capitalized” credit unions continue
to increase their capital so that they ultimately may qualify as “well capitalized” — that NCUA
purported to resolve by importing the mechanism applicable to banks into the credit union
system. The word “comparable” connotes a system that is “like or equivalent” to the system for
banks, but not one that is identical in every respect. The requirement that the two systems be
“comparable” cannot serve the function that would be necessary in order for NCUA’s approach
to be valid — that “comparable™ serves as a trump card that allows the agency to overrule or
disregard any part of Section 1790d that it wishes Congress had drafted differently, and thereby
read the provisions Congress actually enacted out of the law.

A regulatory agency possesses only such authority as Congress actually delegated to it.
See FDA v. Brown & Williamson Tobacco Corp., 529 U.S. 120 (2000). The explicit language of
Section 1790d, its structure, and its legislative history demonstrate that Congress granted NCUA
only the authority to establish a single risk-based net worth requirement for a complex credit
union to be classified as “adequately capitalized.” Accordingly, were NCUA to issue a final rule
adopting a second and higher risk-based standard for classification as “well capitalized,” that
provision would be highly vulnerable to being declared illegal as contrary to the unambiguous
language of Section 1790d under the First Step of Chevron U.S.A. Inc. v. Natural Resources
Defense Council, Inc., 467 U.S. 837 (1984).

1. The Rule Violates the Unambiguous Language of Section 1790d, Which Authorizes
NCUA to Establish Only a Single Risk-Based Net Worth Requirement, Tied to
Classification as “Adequately Capitalized”

a. The Literal Ianguage of the Statute. The Proposed Rule would establish two
separate risk-based capital standards to determine the sufficiency of a complex credit union’s net
worth. First, to be classified as “adequately capitalized,” a credit union would have to have “a
total risk-based capital ratio of 8.0 percent or greater.” Proposed § 702.102(a)(2)(ii). Second, to
be classified as well capitalized, a credit union would have to have “a total risk-based capital
ratio of 10.5 percent or greater,” or 2.5 % higher than the amount necessary to be classified as
“adequately capitalized.” Proposed § 702.102(a)(1)(ii).
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Insofar as the proposal purports to establish a second and higher risk-based net worth
requirement for classification as “well capitalized,” it is illegal as a matter of law. The Janguage
of Section 1790d is explicit and unambiguous. It authorizes NCUA to establish one, and only
one, risk-based capital standard, which is tied to the requirement for determining whether a credit
union is adequately capitalized.

Section 1790d(c) defines five “net worth categories” to be used in implementing the PCA
program for complex credit unions. Two of those five categories are relevant here:
(1) Im gencral

For purposes of this section the following definitions apply:

(A) Well capitalized
An insured credit union is “well capitalized” if —
(i) it has a net worth ratio of not less than 7 percent; and
(if) it meets any applicable risk-based net worth requirement under subsection
(d) of this section.
(B) Adequately capitalized
An insured credit union is “adequately capitalized” if —
0] it has a nct worth ratio of not less than 6 percent; and
(i1) it meets any applicable risk-based net worth requirement under subsection

(d) of this section.

In each case, the language of paragraph (ii) of the definitions provides, in identical language, that
the credit union’s classification depends on whether it meets “any applicable risk-based net
worth requirement under subsection (d),” utilizing the singular noun “requirement.”

Section 1790d(d) in turn defines the “risk-based net worth requirement” that is
incorporated into these definitions to determine a credit union’s capital classification.

(d) Risk-based net worth requirement for complex eredit unions

(1) In general

The regulations required under subsection (b)(1) of this section shall include a
risk-based net worth requirement for insured credit unions that are complex, as
defined by the Board based on the portfolios of assets and liabilities of credit
unions.
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(2) Standard

The Board shall design the risk-based net worth requirement to take account of
any material risks against which the net worth ratio required for an insured credit
union fo be adequately capitalized may not provide adequate protection.

The unambiguous language of both subsections (d)(1) and (d)(2) refers to a singular
“risk-based net worth requirement.” Congress initially considered utilizing the plural noun
“requirements,” and the House of Representatives did so in the version of the bill that it
approved on April 1, 1998. But Congress subsequently chose to use the singular noun
“requirement” to define the standard NCUA is authorized to establish in the version of the bill
that was considered and approved by the Senate on July 28, 1998; considered and agreed to by
the House of Representatives on August 4, 1998; and, signed into law by President Clinton three
days later. Subsection (d)(2) further provides that the risk-based net worth “requirement”
Congress authorized must take account of a single factor — any material risks against which the
statutory 6 percent net worth standard ratio “required for an insured credit union to be adequately
capitalized may not provide adequate protection.” Congress thereby expressly tied the single
risk-based net worth “requirement” NCUA is authorized to establish to the level of capital
necessary for a credit union to be classified as “adequately capitalized.”

NCUA’s proposal to establish a second standard tied to classification as “well
capitalized” thus violates the unambiguous language of the statute. Nothing in Section 1790d(d)
empowers the agency to adopt a second, and higher classification standard.

b. The Structure of the Statute. The structure of Section 1790d further confirms that
Congress authorized NCUA to establish only one risk-based net worth requirement, tied to the
“adequately classified” level.

In Section 1790d(e), Congress adopted an explicit statutory mechanism that required
“adequately capitalized” credit unions to increase the amount of retained earnings they held until
they reached the “well capitalized” level. Congress also gave NCUA an explicit role to play in
that process. The existence of this mechanism demonstrates that there is no justification for
NCUA’s effort to read into Section 1790d(d) a second and higher risk-based net worth
requirement of its own creation that is nowhere mentioned in that provision and purportedly
trumps the mechanism Congress adopted to compel “adequately capitalized” credit unions to
raise additional capital.

Section 1790d(e) provides:

(e) Earnings-retention requirement applicable to credit unions that are not well
capitalized

(¢)) In general

An insured credit union that is not well capitalized shall annually set aside as net
worth an amount equal to not less than 0.4 percent of its total assets.
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2 Board’s Authority to decrease earnings-retention requirement
g q

(A) Ingeneral

The Board may, by order, decrease the 0.4 percent requirement in
paragraph (1) with respect to a credit union to the extent that the Board
determines that the decrease —

0 is necessary to avoid a significant redemption of shares;
and

(i)  would further the purpose of this section.

In Section 1790d(e)(1), Congress requires credit unions classified as “adequately
capitalized™ to raise additional capital by setting aside each year a defined amount of retained
earnings (not less than 0.4% of total assets) until it is classified as “well capitalized.” Further, in
Section 1790d(e)(2), Congress granted NCUA an explicit role to play in the process by which
“adequately capitalized” credit unions would be required to raise additional capital. It empowers
NCUA to reduce the annual rate at which an “adequately capitalized™ credit union may be
required to increase its capital. But this provision does not authorize¢ NCUA under any
circumstances to increase the rate at which an “adequately capitalized” credit union may be
required to augment its capital.

The structure of Section 1790d thus further demonstrates that NCUA’s effort to import
from the bank PCA system a process for requiring “adequately capitalized” credit unions to
increase their capital is illegal, because Congress already has adopted a specific but different
statutory mechanism to address that very problem.

3. The Legislative History of the Statute. The legislative history of CUMAA
confirms that Congress intended for NCUA to issue a single risk-based net worth requirement
that is tied to the “adequately capitalized” classification, rather than to the “well capitalized”
category.

The Senate Report which accompanied the measure states:

New section 216(d) requires the NCUA, by regulation, to prescribe a risk-based net
worth requirement for federal insured credit unions that are complex, as defined by
NCUA.!

The Report thereby clearly demonstrates that Congress intended for NCUA to adopt a
single risk-based standard. Moreover, the Report unambiguously states that Congress intended
that this single risk-based net worth requirement would be tied to the definition of an “adequately
capitalized” credit unjon, rather than to the classification of a “well capitalized” credit union.

The NCUA must design the risk-based net worth requirement to take into account any
material risks against which the 6 percent net worth ratio required for an insured credit

' S. Rep. No. 105-193, 105th Cong., 2d Sess. (May 21, 1998) at 14 (emphasis added).
7
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union to be adequately capitalized may not provide adequate protection. Thus, the
NCUA should, for example, consider whether the 6 percent requirement provides
adequate protection against interest-rate risk and other market risks, credit risk, and the
risks posed by contingent liabilities, as well as other relevant risks.”

This conclusion is further strengthened by comments letters submitted to NCUA by two
former Members of Congress, both of whom held senior leadership positions in the Chambers in
which they served and were intimately involved in the crafting of CUMAA. In their comment
letters, each former Member of Congress discusses how the PCA provisions authorize NCUA to
adopt only a single risk-based net worth requirement, tied to the “adequately capitalized”
classification. Former Speaker of the House Newt Gingrich wrote:

I find NCUA’s proposal extraordinarily troubling because it exceeds the agency’s
statutory authority. Under the proposal, NCUA would subject well capitalized credit
unions to risk-based capital requirements that are 2.5% higher than those proposed for
adequately capitalized credit unions. This is not what Congress contemplated NCUA
should do to establish a Prompt Corrective Action regime. We never intended, nor even
comprehended the possibility of, higher risk-based capital requirements for well
capitalized credit unions than those that apply to adequately capitalized credit unions.

We said as much [in Section 1790d(d)(2)]. It was our intent to direct NCUA to apply
risk-based requirements for a credit union’s capital at the adequately capitalized level . . .

If Congress wanted a different result, we would have indicated that. In fact, in other
banking statutes, we did exactly that?

Similarly, Senator Alfonse M. D’Amato, Chairman of the Senate Banking Committee at
the time CUMAA was enacted, stated that the proposed rule exceeds the authority Congress
delegated to NCUA insofar as it “would apply a risk-based capitai standard to determine whether
a credit union is well capitalized.” According to the then Senate Banking Committee Chairman:

When we crafted the credit union version of PCA, we modeled it after the bank version
already in place, but we incorporated some very important differences to reflect the
different nature of banks and credit unions. In particular, we specified in the law the
values of the net worth ratios required for a credit union to be either adequately and well
capitalized. We purposely set these levels at 6% and 7%, which were higher than the
thresholds then and still in place for banks, at 4% and 5%. Because of this higher pure
net worth requirement for credit unions, we called for a different risk-based component in
credit union PCA. Rather than the dual risk-based system then in place for banks, with a
given risk-based capital ratio threshold to be adequately capitalized and a higher risk-
based capital ratio threshold to be well capitalized, we instructed NCUA to construct only
a risk-based net worth floor, to take account of situations where the 6% requirement to be
adequately capitalized was not sufficient. . . . If we had intended there should also be a

? Jd. (emphasis added).
3 Letter dated May 23, 2014 from former Speaker of the House Newt Gingrich to the National Credit Union Administration
commenting on NCUA’s proposed Risk-Based Capital rule.
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separate risk-based requirement to be well capitalized (in addition to the 7% net worth
ratio), we would have said so.t

In sum, the legislative history reinforces the unambiguous language of Section 1790d
itself, that NCUA has authority to issue only a single risk-based net worth requirement, tied to
the criteria necessary for classification of a credit union as “adequately capitalized.”

2. NCUA’s After-the-Fact Legal Position Is Unlawful Because It Ignores the Plain
Language of Section 1790d

As noted, NCUA did not offer a legal justification in its Notice of Proposed Rulemaking
for its purported authority to establish a second, higher risk-based net worth requirement. The
claim it belatedly has offered for its proposal ignores the unambiguous language and structure of
Section 1790d.

As NCUA has recognized in its letters to Congressmen Marchant and Stivers, the
governing provision is Section 1790d(d), which requires it to establish “a risk-based net worth
requirement,” is expressed in the singular. The agency then points to language in Section
1790d(b)(1), which states that its rule must be “comparable to” the PCA system for banks under
Section 1831o. Since the system for banks contains different risk-based requirements for
classification as “adequately capitalized” and “well capitalized,” NCUA concludes that the
“comparable to” language authorizes it to impose a dual risk-based capital system on credit
unions.

NCUA’s argument is fatally flawed. The agency has simply ignored another provision in
Section 1790d(b)(1) that contradicts its interpretation and makes it unlawful. The relevant
provision, Section 1790d(b)(1)(A), states:

The Board shall, by regulation, prescribe a system of prompt corrective action for insured
credit unions that is —

® consistent with this section; and

(i1) comparable to section 18310 of this title.
(Emphasis added)

NCUA’s interpretation completely ignores the explicit statutory requirement in Paragraph
(D)(A)() that its rules must be “consistent with this section [Section 1790d].” That provision is
parallel to, and of equal force and effect as, Paragraph (1)(A)ii), on which NCUA’s entire
argument rests. Paragraph (1)(A)(i) expressly states that the agency’s rule must comply with the
specific substantive requirements that Congress actually enacted in Section 1790d. NCUA’s
adoption of a dual-level risk-based capital ratio would be in direct conflict with the provisions
Congress actually adopted which, as discussed above, expressly authorize only a single risk-
based net worth requirement, at the adequately capitalized level.

* Letter dated May 7, 2014 from former Senate Banking Committee Chairman Alfonse M. D" Amato to the National Credit Union
Administration commenting on NCUA’s proposed Risk-Based Capital rule.

9
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The fatal error in NCUA's argument is apparent. Its entire rationale rests on the claim
that inclusion of the general phrase “comparable to” in Paragraph (1)(A)(ii) allows it to ignore
any provision of Section 1790d with which it disagrees and to import into the PCA system for
credit unions any provision in the system for banks that it believes is preferable. Under standard
dictionary definitions, the word “comparable™ connotes a system that is “like or equivalent” to
the system for banks, but not one that is identical in every respect. The word “comparable”
cannot bear the extraordinary weight that would be necessary for NCUA’s approach to be valid —
to serve as a trump card that would allow NCUA to modify or disregard any part of Section
1790d that Congress actually adopted and grant itself authority to exercise any provision that
Congress enacted in the PCA system for banks but excluded from the system for credit unions.

NCUA’s construction therefore is illegal because it would read the provisions Congress
actually enacted out of the law. Its approach also would violate two established canons of
construction — that where there is not a clear expression of Congressional intent otherwise, a
specific statute will not be controlled or nullified by a general one;” and that a statute should not
be interpreted in a way that would render other provisions of the same act superfluous or
unnecessary.®

In addition, NCUA’s position completely ignores the existence and operation of Section
1790d(e), in which Congress adopted a specific mechanism by which “adequately capitalized”
credit unions are required to generate additional capital over time to qualify as “well
capitalized.” This provision addresses the same problem that NCUA purported to solve through
its dual risk-based capital system. The agency’s approach, however, is inconsistent with the
mechanism that Congress actually adopted to deal with this issue and cannot stand.

For these reasons, insofar as the Proposed Rule purports to establish a dual risk-based net
capital system that would impose a different and higher net worth requirement for a complex
credit union to be classified as “well capitalized” than to be categorized as “adequately
capitalized,” NCUA’s approach is contrary to the express language of Section 1790d. Were
NCUA so ill-advised as to adopt in its Final Rule the proposed dual-based capital standard
approach that simply ignores the language of multiple parts of the statutory structure that
Congress actually adopted, that provision would be highly vulnerable to being overturned as
unlawful by a reviewing court.

* Crawford Fiuing Co. v. JT Gibhons, Inc., 482 1.8, 437, 445 (1987), quoting Radzanower v. Touche Ross & Co., 426 U.S. 148,
153 (1976).
¢ See e.g., Ratzlafv. United States, 510 U.S. 135, 141 (1994).

10
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Credit Union National Assotiation | President & CEQ

Filed via regcomments/aincua.goy
April 17,2015

Mr. Gerard Poliquin

Secretary of the Board

National Credit Union Administration
1775 Duke Street

Alexandria, VA 22314-3428

Re: NCUA’s Risk Based Capital Proposal, RIN 3133-AD77
Dear Mr. Poliquin:

The Credit Union National Association (CUNA) appreciates the opportunity to submit
comments to the National Credit Union Administration (NCUA) Board’s request for
comments on the NCUA’s second proposed-risk based capital rule (RBC2). By way of
background, CUNA is the national trade association for America’s state and federally
chartered credit unions. CUNA represents approximately 90% of America’s 6.500 credit
unions and their 102 million memberships.

RBC?2 represents an improvement over the original proposal NCUA issued last year, but it
remains fundamentally flawed. It is a solution that will not work to a problem that does not
exist. As we discuss below, NCUA has ignored its obligation to consider the cooperative
nature of credit unions when creating a risk-based capital regime comparable to FDIC; CUNA
continues to question NCUA’s authority to establish a risk-based capital standard for the
purposes of determining whether a credit union is well-capitalized; we feel NCUA has failed
to satisfactorily demonstrate a compelling need for the proposal; we have serious concerns
regarding the proposal’s capital adequacy plans, risk-weights, and treatment of goodwill; we
believe the proposed definition of complex credit union does not adequately reflect credit
union complexity; we encourage NCUA to provide credit unions greater flexibility than what
is proposed with respect to providing data on the Call Report; and we encourage NCUA to
delay the implementation date until 2021. In addition, we have provided eomments, as
requested, on the need for additional interest rate risk (JRR) regulation and the use of
supplemental capital for the purposes of this proposed rule.

L NCUA Has Ignored its Obligation to Consider the Cooperative Nature of Credit
Unions When Creating a Risk-Based Capital Regime Comparable to FDIC

One of the most troubling elements of the RBC2 proposal is the pervasive implication that
credit union capital requirements, and also regulation and supervision, should be modified to
be more like those applied to Federal Deposit Insurance Corporation (FDIC) insured
institutions. The Federal Credit Union (FCU) Act does indeed require NCUA to establish a
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risk-based capital system that is comparable to that in place for FDIC insured banks; however,
the Act also instructs NCUA to take into account the cooperative character of credit unions.!
In drafting the proposal, the agency appears to have devoted itself to the comparability
requirement, while ignoring the cooperative nature of credit unions.

This issue gocs beyond the RBC2 proposal. A number of NCUA initiatives since the
financial crisis appear driven by the view that NCUA’s regulation and supervision of credit
unions should mimic the practices and policies of the federal banking regulatory authorities.

But credit unions are not banks. Because of their unique cooperative structure, strong
member focus, and the absence of stock options for executives or pressure from stockholders,
these not-for-profit institutions with democratic governance eschew excessive risk taking.?
Because credit unions take on less risk, they tend to be less affected by the business cycle, and
therefore can serve as an important counter cyclical economic force in local markets,
softening the blow of economic downturns in local economies. Indeed, in the face of the
recent financial crisis credit unions — unlike their counterparts in the for-profit banking sector
- served as both a counter-cyclical force and a safe haven, with much stronger loan and
deposit growth than banking institutions.

If credit unions are regulated and supervised more and more like banks, they will act more and
more like banks. That would be a tragic loss for the consumers of financial services in
America’s working and middle class.

1I. NCUA Does Not Have the Statutory Authority to Establish a Risk-Based Capital
Standard for the Purposes of Determining Whether a Credit Union Is Weli-
Capitalized

NCUA has proposed a risk-based capital regime that includes a higher risk-based capital
requirement for a credit union to be well-capitalized than to the risk-based capital requirement
for an adequately capitalized credit union, despite the fact that the FCU Act directs NCUA to
connect risk-based requirements to the sufficiency of a credit union’s net worth for the
adequately-capitalized classification only.?

‘We have previously outlined our view that NCUA lacks the legal authority to implement a
risk-based capital requirement for a credit union to be well-capitalized in our comment letter
on the previous proposal (RBC1) and legal opinion provided to NCUA staff. This position is
supported by several Members of Congress who were directly responsible for the
development of this provision of the FCU Act and who commented on the previous proposal,
including the former chairman of the Senate Banking Committee, who said:

112 U.S.C. § 1790d(b)(1)}(B).

2 Edward J. Kane and Robert J. Hendershott, The Federal Deposit Insurance Fund that Didn’t Put a Bite on U.S.
Taxpayers, Journal of Bapking and Finance, 20 (September, 1996), pp. 1305-1327. Kane and Hendershott describe
how the cooperative structure of credit unions presents credit union decision makers with incentives that are strikingly
different from those faced by a for-profit financial institution, making it less feasible for credit union managers to
benefit from high-risk strategies.

$12U.S.C. § 1790d(d)(2).
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“[W]hen we included in the law the language: ‘The Board shall design the risk-
based net worth requirement to take account for any material risk against [which]
the net worth ratio required for an insured credit union to be adequately
capitalized may not provide adequate protection,” we meant just that, adequately
capitalized. If we had intended there should also be a separate risk-based
requirement to be well capitalized (in addition to the 7% net worth ratio), we
would have said so0.”*

Given the preponderance of evidence which suggests that NCUA does not have the authority
to establish a risk-based capital requirement for the purposes of determining whether a credit
union is well-capitalized, we urge NCUA in the strongest terms possible to revise the proposal
consistent with current law. If NCUA feels it needs the authority to establish a requirement
for well-capitalized credit unions, it must go back to Congress and ask for the authority.

Even though CUNA continues to disagree that NCUA has legal authority to implement a two-
tiered approach in RBC2, NCUA made improvements by lowering the threshold for a well-
capitalized complex credit union from RBC1°s proposed 10.5% to 10%. This remains well
above the proposed 8% requirement for an adequately capitalized credit union. While this
treatment is preferable to RBC1, we still have concerns that the new approach is inconsistent
with the FCU Act for the same reasons stated in our RBC1 comment letter.

III.  NCUA Has Failed to Demonstrate a Compelling Need for the Rule

In addition to the lack of a statutory footing for the proposal, there is virtually no evidence of
the need for a revision of credit union capital standards, particularly one modeled on
commercial bank Basel-style risk-based capital requirements. As Chairman Matz noted in her
December 2011 letter to the Governmental Accountability Office, “consumer credit unions
performed very well during the worst financial crisis since the Great Depression and NCUA
was highly successful overall in mitigating failures and losses for consumer credit unions.”

The financial crisis that began in 2007 exposed the U.S. financial system to a perfect
laboratory test of the adequacy of capital requirements and prudential regulation. A
comparison of the performance of the two deposit insurance systems in the U.S., the National
Credit Union Share Insurance Fund (NCUSIF) and FDIC during and after the financial crisis
demonstrates that the credit union capital regime, as currently structured, is remarkably
robust. The same is not true of the bank system, and that fact has Ied to substantial changes to
the FDIC’s funding and bank capital requirements. Those changes are entirely appropriate
given the shortcomings exposed by the financial crisis. But similar shortcomings were not
revealed for the credit union system, and there is therefore no case for NCUA to adopt any of
the recent initiatives launched by the FDIC.

# Letter from Senator Alfonse M. D*Amato to Mr, Gerard Poliquin, Sceretary of the Board, National Credit Union
Administration. May 7, 2014.

§ Letter from NCUA Board Chairman Debbie Matz to Ms. A. Nicole Clowers, Director Financial Markets and
Community Investment, United States Governmental Accountability Office. December 19, 2011,
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Number of Financial Institution Failures
Since Start of Downturn

Soarras: PN, HELA, DUNA

& S w Qs

Banks = 507
Credit Unions = 156

From 2007 to 2012, 465 commercial banks failed, and the FDIC’s Deposit Insurance Fund
(DIF), battered by insurance losses, fell into negative territory at -0.39% of insured deposits in
2009, despite combined premium assessments in 2008 and 2009 of 27 basis points®. Since
then, with the help of additional assessments totaling 46 basis points, and reversals of
previous insurance loss estimates, the DIF has recovered to 1.01% of insured deposits.
Because of the stresses this episode placed on the DIF, Congress passed a number of FDIC
reforms in the Dodd-Frank Act, and the FDIC board has adopted a policy of increasing the
size of the DIF far beyond its previous level, which typically fluctuated in the range of 1.2%
to 1.4% of insured deposits.

insurance Fund Ratios
Fund Balances per $100 in insured Deposits

Sources: FDIG, NGUA, CUNA.
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® {ntil the first quarter of 2011, FDIC levied premiums on “assessable deposits™. Since then premiums have heen
based on “assets less tangible equity”, roughly total deposits plus labilities. Both of these assessment bases are larger
than insured deposits.
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The experience of the credit union system and its deposit insurance fund could not have been
more different. Credit unions lived through the same severe financial crisis, but with
strikingly different results. From 2008 to 2012 the NCUSIF fund balance never fell below its
historical range of 1.2% to 1.3% of insured deposits, despite the failures of 124 credit unions.
This stability in the fund ratio was accomplished with just two share insurance premiums, in
2009 and 2010, totaling 24 basis points of insured shares.

In other words, credit unions successfully navigated through the most severe economic
catastrophe in modern economic times — and without the benefit of the proposed RBC
regulations. During this episode, banks faired much worse operating under a Basel-style
capital requirement system similar to the one being proposed for credit unions in the RBC2

proposal.
FDIC vs NCUSIF Performance
(2008 - 2012)
NCUA FDIC

Deposit Insurance Fund Balance
% of Insured Deposits

Initial (2007) 1.29% 1.22%

Lowest (2009) 1.23% -0.39%

Ending (2012) 1.29% 0.44%
Number of Failed Institutions 124 465
% of failures with > $100 million in assets 21% 79%
% of failures with > $50 million in assets 24% 92%
Total Insurance Premiums (bp) 24 73

Not only has the agency failed to demonstrate the need for the proposal, the risk-based
structure it has proposed would do very little to reduce future insurance fund losses. This is
because, by our analysis, it would not have noticeably reduced insurance losses during the
recent crisis had it been in effect. The proposal states that 27 credit unions with assets greater
than $50 million failed between 2008 and 2012 — costing the insurance fund $728 million.

Our analysis of the 26 credit unions with more than $80 million in assets just before the crisis
(as of December 2007) that subsequently failed reveals that only seven would have had a
lower capital classification under RBC2 than they in fact had under current rules. Six of the
21 well-capitalized credit unions under current rules would have been downgraded, four to
being adequately-capitalized, and two to undercapitalized. One adequately-capitalized under
current rules would have been classified as undercapitalized under RBC2. In other words, of
the 26 failures, a total of just three would have been demoted to being undercapitalized by
RBC2, and therefore subject to net worth restoration plans. And the amount of capital they
would have been required to obtain to become adequately-capitalized is only $7 million, as
compared to the insurance loss of over $700 million. Further, the amount of capital that
would have been necessary for all seven downgraded credit unions to regain their previous
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capital classifications (six to well-capitalized, one to adequately-capitalized) would have
totaled a mere $43 million.

Capital Classifications as of December 2007
0f 26 Credit Unions that Subsequently Failed

Current PCA
System RBC2 Change from Current to RBC2

Down by 6: 4 to adequate, 2 to

Well Capitalized 21 15 under
Adequately Capitalized 2 5 Up by 3: 4 from well, 1 to under
Up by 3: 2 from well, 1 from
Undercapitalized 2 5 adequate
Critically Undercap'd 1 1 No change
19 no change, 7 to lower
Total 26 26 classifications

If a goal of a Prompt Corrective Action scheme is for covered institutions to hold sufficient
capital to withstand a severe financial crisis without imperiling the deposit insurance fund, the
results of the lab test that was the recent financial crisis are compelling evidence that a major
overhaul of credit union capital requirements toward a Basel-style system is simply not
required.

IV.  The Proposed Capital Adequacy Plan Imposes Systemically Significant Financial
Institution Stress Testing Requirements on Well-Capitalized and Significantly
Smaller Credit Unions

Credit unions are understandably very concerned about NCUAs proposed additional
provisions regarding capital adequacy. Potentially, these provisions could be among the most
problematic for credit unions in RBC2 because they would grant examiners considerable
Jatitude to determine whether a credit union needs more capital even if it is well-capitalized
according to standard net worth and risk-based capital ratio requirements.

Under RBC2, complex credit unions would be required to develop a capital adequacy plan to
assess the sufficiency of their capital on an ongoing basis, and set aside capital that is over and
above the 7% net worth and 10% RBC requirements. The credit union’s plan, assessment, and
amount of additional capital set aside would all be subject to examiner review.

These requirements are not necessary for the vast majority of complex credit unions based on
their management, risk profiles, and current levels of capital. If NCUA examiners have
concerns regarding the credit unions they supervise, those situations should be addressed on
an individual basis and not through rulemaking that would apply universal requirements to all
complex credit unions, regardless of how well managed they may be. As we show elsewhere
in this letter, credit unions and the NCUSIF have functioned well without these provisions and
NCUA has not provided sufficient justification to support their imposition now.
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In recognition of the unique characteristics of credit unions and their lower risk profile,
Congress did not intend for credit unions generally to be subject to higher capital
requirements than what the FCU Act directs. We reject the notion that the thresholds for a
credit union to be well-capitalized as established by Congress are in any sense “minimum”
capital requirements. If Congress had intended that to be the case, it would have described the
classification as minimally capitalized. Well-capitalized means well-capitalized, plainly and
simply. If a credit union meets the net worth and risk-based capital requirements to be well-
capitalized, the sufficiency of its capital should not be an issue in terms of any rule that could
require it to hold additional capital to be considered well-capitalized.

Even if NCUA had sufficient authority to establish higher capital requirements beyond
thresholds that Congress authorized it to implement by regulation, a requirement for even
more capital beyond what RBC2 anticipates would be overkill.

In light of these concerns, CUNA strongly opposes the capital adequacy plan requirements in
RBC2. Strategic capital planning is very important for credit unions, and each credit union’s
long-term desired capital ratio will depend on the credit union’s own assessment of the risks it
faces, and its tolerance for risk. Such a plan, which for many credit unions includes a buffer
of additional capital to stay above regulatory requirements, should not be the subject of
examination and supervision, and the goals a credit union establishes for its own capital
sufficiency should not become targets or standards for review in an examination.

CUNA urges NCUA to delete the capital adequacy provisions from the RBC2 proposal.

V. The Definition of Complex Should Be More Complex Than An Asset Threshold
Which is Much too Low

Like its predecessor, RBC2 would use asset size as a proxy for complexity, leaving us with
the same concerns about the definition of “complex™ as we detailed in our RBC1 comment
letter. Size should not be the only determinant for whether RBC requirements apply. Raising
the asset size from $50 million to $100 million does, however, improve a flawed definition
simply by impacting fewer credit unions. While we agree that the $50 million level was far
too low for the rule’s threshold, $100 million is not the appropriate cut-off for application of
the rule either.

As we stated in our comment letter last year, the FCU Act says NCUA should define
“complex” based on the “portfolios of assets and liabilities of credit unions.” It is unclear
why NCUA is not following this direct instruction from Congress and is concentrating only
on the size of a potentially complex credit union. If Congress had wanted the application of
the PCA rules to be based on asset size, it simply would have required that NCUA use asset
size to determine which credit unions fall under the requirements.

To be more consistent with the FCU Act, we recommend that NCUA increase the proposed
$100 million threshold to $500 million and that the threshold be used in combination with
actual operational complexity as measured by the agency’s Complexity Index. Thus, we
propose that all federally insured credit unions with assets of $500 million or under be
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excluded from the definition of “complex™ and that only those credit unions with assets above
$500 million and that have an NCUA Complexity Index (discussed in the Supplementary
Information to RBC1) value of 17 or higher be required to meet risk-based capital provisions.

There is little danger to the credit union system with “complex” being defined as credit unions
with $500 million or more in assets because two-thirds of NCUSIF insured shares are in these
credit unions. NCUA would still have the authority to adjust the definition to include more
credit unions in the future if the determination is made through the annual one-third regulation
review that an insufficient amount of credit union assets are covered by RBC2. A measured
approach would ensure that the proper number of assets eventually fall under RBC
requirements. The burden will be lower using a $500 million threshold because fewer credit
unions would initially be subject to RBC requirements. Subsequently expanding the
threshold, if necessary, is less costly and burdensome than starting off applying the
requirements to such a high number of credit unions.

As with any requirement based on a number that increases with inflation and the general
growth of any industry, whatever number that NCUA chooses to define “complex™ should be
indexed. In addition, consistent with the current practice, any credit union that is identified as
“complex” by NCUA should be able to present evidence to the agency as to why it is not
complex and thus, should not be subject to risk-based capital requirements. The process for
contesting an agency designation of “complex” should also be detailed in the final rule.

NCUA should provide a better tailored definition of “complex™ to ensure that the onty credit
unions covered are those with activities that pose extraordinary risk, beyond routine loans and
investments, for which their adequately-capitalized-level net worth does not provide adequate
protection. This approach is consistent with the FCU Act and will result in a more reasonable
application of risk-based capital requirements than relying on asset size alone to determine
whether the definition of ‘complex™ has been met.

VI.  NCUA Should Better Calibrate RBC2’s Risk Weights

RBC2 makes a number of positive changes to RBC1’s proposed risk weightings.
Improvements include the removal of weighted average life components from risk weights for
investments and changes to risk-weight escalation for higher concentrations of real estate and
member business loans. Other examples of improved treatment under RBC?2 include the
designation of 1-4 family non-owner occupied mortgage loans as residential loans, subject to
lower risk weightings than if NCUA had categorized the loans as member business loans.
Unfortunately, RBC2’s risk weights remain too high in key areas, given credit unions’ level of
risk, and they should be lower than what the federal bank regulators require for assets such as
mortgage loans, member business loans, servicing and certain investments. Lower risk
weightings for credit unions are appropriate given their different incentives to manage risk as
compared to banks, and lower loss history as detailed in our comment letter on RBC1.

Specifically, current first lien residential mortgage loans over 35% of assets would have a risk
weight of 75%, actually higher than the 50% risk weight for banks. Current and non-junior
real estate loans over 20% of assets would also have higher risk weights than provided for
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banks. Also, credit union commercial loans over 50% of assets would have a risk weight of
150% while the weighting for bank commercial loans over 50% of assets could be as low as
100%. These risk weights should be adjusted downward to levels no more than those in place
for banks as credit unions certainly do not have higher levels of risk associated with holding
these assets. Lowering risk weights for higher concentrations of real estate and commercial
loans would imply lower risk weights for lower concentrations of these loans compared to
bank risk-weights, but this is entirely appropriate given lower loss rates at credit unions.

We support the proposed treatment of consolidated credit union service organization (CUSO)
investments and loans in which no separate risk weighting would apply. The risk weight for
unconsolidated CUSO investments, though, is still too high and should be the same as for
CUSO loans, which is 100% under RBC2.

In addition, we believe the 250% risk weighting for mortgage servicing, which was
unchanged from the first proposal and is the same as for banks, is too high and should be
significantly lower in any final RBC2.

CUNA also does not support the 300% risk weighting for publicly traded equity investments
which should be much lower so that credit unions will not be unduly limited in their
investments for employee benefit funding. We also urge NCUA to assign a risk weight of no
more than 100% to charitable donation account investments to help encourage credit unions to
continue supporting charitable endeavors, such as the National Credit Union Foundation.

We are also concerned about the definition of the Mortgage Partnership Finance (MPF)
Program.” As proposed, the definition could be construed as limiting the benefits of the risk
based capital treatment only to those credit unions that service their MPF loans, but not those
that choose to sell the loans servicing-released. Whether or not credit unions service their
mortgage loans does not alter their credit enhancement obligation in any way. We urge
NCUA to remove the words, “and servicing them™ from the definition of the MPF Program.
We also recommend adding language to clarify that the definition of the MPF Program does
not apply to the Mortgage Purchase Program (MPP), a secondary market alternative offered
by certain Federal Home Loan Banks that achieves credit enhancement by creating a
contingent asset for the credit union participant, in contrast to the contingent lability
obligation created under the MPF Program. Since the purpose of the risk based capital
requirements for off-balance sheet activities is to ensure credit unions hold capital against
recourse risk, and MPP loans do not have such risk, MPP loans should fall outside of the
definition of the MPF Program.

VII. The Treatment of Goodwill and Other Intangible Assets Needs Additional
Improvement

In the original proposal, goodwill and other intangible assets (OIA) would have been excluded
from the numerator of the risk-based capital ratio. In RBC2, a subset of goodwill and OIA
could be retained in the numerator of the RBC ratio until 2025. That subset would be limited
to goodwill and OIA that arise from “supervisory” mergers prior to one month after

7 80 FR 4429-30.



92

publication of the final rule. Supervisory mergers would be broadly defined as assisted
mergers, emergency mergers, or mergers where the NCUA or state supervisory authority
selected the surviving credit union.

The retention of goodwill and OIA in the RBC numerator until 2025 is an improvement over
the original proposal, but does not go nearly far enough. CUNA believes a strong case can be
made for the inclusion of all goodwill and OIA in the numerator so long as these intangible
assets meet Generally Accepted Accounting Principles (GAAP) requirements, i.e., are
subjected to annual goodwill impairment testing. The exclusion of non-supervisory goodwill
from the numerator will discourage some well managed and well-capitalized credit unions
from participating in mergers, and many mergers serve to benefit the members of both the
surviving and non-surviving credit union. Similarly, mergers can also have a favorable
influence on safety and soundness — producing institutions that in combination have stronger
financials and are able to weather more extreme economic swings. In some cases such
mergers undoubtedly serve to head off what might ultimately become a supervisory
combination.

In recognition that goodwill and OIA may not be available to cover losses in the event of a
liquidation, but aiso accounting for the fact that GAAP goodwill is very unlikely itself to
cause a credit union to fail, as an alternative, the final rule might limit the retention of non-
supervisory goodwill and OJA in the numerator of the RBC ratio for those credit unions that
are well capitalized on the basis of the net worth ratio.

At a minimum going forward non-supervisory goodwill that meets annual impairment testing
should be retained in the numerator over a ten-year phase out period. In other words, after
any future merger, the amount of any resulting goodwill or OIA that could be included in the
numerator of the RBC ratio would be reduced by one tenth each year for ten years.

Regardless of whether or not non-supervisory goodwill is permitted in the numerator, CUNA
strongly believes that all previous supervisory goodwill should be grandfathered without time
limit, subject to regular impairment testing. There are three reasons for this. First, those
credit unions that engaged in such transactions almost certainly redueed insurance losses to
the share insurance fund, and should not be penalized after the fact. Second, they did so with
an understanding of current rules at that time. Many of these transactions would likely not
have occurred had the proposed rules been known, i.e., no longer counting this goodwill at
some point in the future would be changing the rules midstream. Finally, the amount of
previous supervisory goodwill is a known, fixed, and relatively small quantity. Only 20 credit
unions with more than $100 million in assets have goodwill amounting to more than 5% of
net worth, and the average goodwill to net worth ratio at these credit unions is just 12.8%.
Supervisory goodwill likely represents no more than three quarters of that goodwill, i.e.,
approximately 10% of net worth. Considering future growth, that supervisory goodwill will
decline in proportion to net worth and assets going forward, and grandfathering it would
protect those credit unions that in the past reduced NCUSIF resolution costs, from a cliff
reduction in their RBC ratios in the future.
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VIII. NCUA Should Give Credit Unions an Option to Provide the Additional Call
Report Information Required by RBC2

The proposed rule will require several changes to the Call Report in order to collect
information on a number of new data elements provided in the proposal. The proposed
changes will require credit unions to provide more detail regarding information that is
presently reported on the Call Report and to provide new information that presently is not
required.

While CUNA does not oppose the proposed additional data collection through the Call
Report, we urge NCUA to consider an alternative to making changes that will affect all
reporting credit unions. Specifically, we ask NCUA to consider an approach where credit
unions will have the option of providing the additional, detailed information provided in the
proposal. Such an approach could be accomplished by simply including additional optional
data fields within the Call Report. It is our understanding that FDIC employs such an
approach and we ask NCUA to consult with its fellow regulators for insight into an alternative
to the current proposed changes to the Call Report.

In the Supplemental Information to the proposal, NCUA states that, “The Call Report changes
prompted by this proposed rule are the kind that would easily be handled as part of the normal
and routine maintenance of a credit union’s data reporting system.” We encourage NCUA to
recognize that any and all changes required of a credit union require the expenditure of
resources. In a time when many credit unions are struggling to comply with existing rules
from NCUA and other regulators, we urge NCUA to consider any alternatives that will reduce
the burden RBC2 will impose.

IX. NCUA Should Permit the Use of Supplemental Capital for the Purposes of this
Proposal and Should Strongly Advocate for Statutory Capital Reform that
Inciudes Supplemental Capital for the Purposes of Prompt Corrective Action

In our comment letter on RBC1, CUNA urged NCUA to allow the use of supplemental capital
for any complex federally insured credit union to meet its RBC requirements. As discussed
below, NCUA has the authority to permit supplemental capital for RBC purposes, and we
believe NCUA should include such a provision if a final RBC2 rule is approved.

While supplemental capital cannot be included in net worth for most credit unions without a
change in federal law, there is nothing in the FCU Act or GAAP that prevents NCUA from
including supplemental capital in the numerator of the risk-based capital ratio for RBC, which
alrcady includes items that are not part of net worth.

We do not think NCUA needs to be overly prescriptive in permitting supplemental capital for
RBC purposes. NCUA has already authorized certificates of indebtedness, which have been
treated as loans from holders to their credit unions, generally with an interest rate paid to the
holders. NCUA should reference the use of these instruments to meet RBC requirements for
federal credit unions and, where permitted, for state chartcred credit unions. Adequate
disclosures should be provided by the eredit union to the holder before the proceeds are
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accepted, but the timing or content of the disclosures need not be complicated. The
disclosures should be clear and simple, to help ensure the members’ interests are protected
and should focus on plainly describing the nature and terms of the instruments. In addition,
suitability requirements may be appropriate.

Further, we strongly encourage NCUA to aggressively pursue the enactment of legislation that
would authorize the use of supplemental capital as net worth for the purposes of prompt
corrective action. We note NCUA has long supported such legislation and we encourage the
Board to actively advocate for its enactment.

X. A Separate Interest Rate Risk Rule Is Unnecessary Because Examiners Have
Sufficient Tools to Supervise Interest Rate Risk

NCUA'’s revised RBC proposal contains what is essentially an implied Advance Notice of
Proposed Rulemaking (ANPR) on interest rate risk (IRR)}—suggesting that a separate IRR
rule is needed. NCUA believes such a standard should be based on a comprehensive balance
sheet measure, like net economic value, that takes into account offsetting risk effects between
assets and liabilities (including benefits from derivative transactions). The stated intent of this
measure would be to assess IRR consistently and transparently across all asset and liability
categories, to address both rising and falling rate scenarios, and to supplement the supervisory
process with a measure calibrated to address those institutions deemed by supervisory
authorities to be severe outliers.

CUNA strongly disagrees with the notion that a separate IRR standard is needed to reasonably
account for IRR at credit unions. Over the last several years, NCUA has issued numerous
rules and letters addressing the issue of interest rate risk. For example, on September 30,
2012, the NCUA Board’s final interest rate risk rule took effect. The rule imposes different
requirements on federally insured credit unions depending on their asset size. Such
requirements include the development and adoption of a written policy on IRR management
and a program to effectively implement that policy as part of their asset-liability management
responsibilities.

The guidance provided in the appendix to the IRR rule describes best practices for credit
unions to consider as they write their IRR policy and construct IRR management programs. It
deals with the responsibilities of boards and management, addresses IRR measurement and
monitoring, internal controls, and the integration of IRR resuits into a credit union’s decision
making. The guidance also provides additional considerations if a credit union is large with
complex or high-risk balance sheets. This alone should be the basis of NCUA’s efforts to
manage IRR concerns.

There is absolutely no need to burden the overwhelming majority of credit unions—those that
are clearly not severe IRR outliers—with a new and complicated one-size-fits-all IRR
approach. Instead, NCUA’s focus should be squarely on the exceedingly small number of
institutions that might be considered severe outliers. NCUA can easily identify severe outliers
in the supervisory process—and undoubtedly has done so already. Due to the unique issues
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that cause each institution to be viewed as severe outliers, NCUA should concentrate
resources on them separately in the supervisory process.

To this end we suggest that NCUA——prior to releasing a proposed IRR rule—form an
advisory group consisting of a broad cross-section of credit unions. This advisory group
should be tasked with developing a call-report-based “severe outlier identifier model.” Using
mostly existing call report data, the model would serve as an identification tool that evaluates
each credit union’s assets, liabilities, and all hedging positions that assist in managing risk
exposures. Any credit union that “passes” using the model’s identification rubric would be
deemed to have only low-to-moderate IRR exposure and would not be subject to a standard
comprehensive balance sheet model in the supervisory process. In these cases, each credit
unjon’s existing approach to IRR would be considered totally sufficient. As noted above, we
expect the overwhelming majority of complex credit unions would not be selected by the
designated model.

Importantly, a credit union that fails to pass using the tool’s selection rubric would
automatically be viewed as a “potential severe outlier.” In these cases, the identification
model would simply raise a “yellow flag” — requiring more detailed analysis and dialogue
with supervisory authorities within the examination process. In essence this would be a
resource allocation tool which would engage NCUA’s Capital Markets/ALM specialists who
would more closely evaluate each potential severe outlier.

Following this interaction an even smaller net number of actual “severe outliers” would be
identified. These credit unions could be subjected to varying degrees of enforcement actions
until they no longer were identified as severe outliers, or otherwise demonstrated to examiners
that their interest risk was appropriately measure and managed.

This approach would be consistent with that which has been adopted by the banking
regulators. As noted in our original comment letter, the banking industry’s Basel
requirements use a “three pillars” approach. Banking regulators address IRR in the “second
pillar”—within the supervisory review process—in recognition of the fact that IRR is best
addressed through policies, procedures and robust measurement systems. Banks are not
subject to a standardized, quantified IRR rule—instead bank regulators essentially use the
supervisory process to identify institutions of particular concern.

In any case, complex credit unions should not to be subject to layers of new IRR regulation
disproportionate to their exposure to this risk.

It bears repeating—as noted in our previous comment letter—history has shown that credit
union exposure to IRR is modest and credit unions have an enviable record of astute [RR
management, continually demonstrating their ability to adequately manage, monitor and
control such risk. For example, at the beginning of 2004, one-third of all credit unions with
$50 million or more in total assets reported a Net Long-Term asset ratio exceeding 30% of
total assets. In all, 170 of these credit unions reported a ratio between 40% and 50% of total
assets and 83 reported a ratio that exceeded 50% of total assets.
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Beginning in June of 2004 the Federal Reserve began to raise its short-term interest rate target
and by July 2006 the Federal Funds interest rate had increased by roughly 425 basis points to
a monthly average of 5.24%.

Despite this substantial market interest rate shock, we are unable to identify—either through
material loss reviews (MLRs) or by other means—any strain on the NCUSIF caused by
natural person credit union exposure to IRR. The NCUSIF ratio actually increased over the
period from $1.27 per $100 in insured shares at the start of 2004 to $1.31 per $100 at year-end
2006. Similarly, we are unable to identify any natural person credit union with over $50
million in assets that failed as a result of too-high exposure to IRR.

XI. Implementation Should Be Delayed to 2021 to Coincide With the Termination of
the Corporate Stabilization Fund

We appreciate that NCUA has proposed a significant delay in the implementation of RBC2,
but we encourage the agency to delay implementation even further—untii 2021-—to coincide
with the termination of the corporate stabilization fund, at which time credit unions will
receive refunds. The refunds will be important to those credit unions that will need to
increase capital levels in order to comply with RBC2.

XII. Conclusion

On behalf of America’s credit unions and their members, thank you very much for the
opportunity to provide comments on this proposed rule. As stated, we believe the proposal is
fundamentally flawed and, in certain areas, exceeds NCUA’s statutory authority. We urge
NCUA to withdraw the proposal and, in lieu of that, we strongly encourage NCUA to make
substantial improvements to the proposal consistent with our comments herein.

Sincerely,
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I ﬁ July 23,2015

INDEPENDENT COMMUNITY
BANKERS of AMERICA®

Congress Should Exercise Vigorous Oversight
of NCUA’s Sweeping MBL Proposal

On behalf of the more than 6,000 community banks represented by ICBA, thank you for convening
today’s hearing on the National Credit Union Administration’s Operations and Budget. ICBA is
pleased to submit this statement for the record which sets forth our strenuous objections to the
NCUA'’s recently published proposal to comprchensively rewrite the rule governing credit union
member business lending.

Member business lending is a highly contentious issue which has been debated in Congress for more
than a decade. The NCUA should not be permitted to end-run Congress with a proposal to
significantly expand member business lending and other forms of credit union commercial lending and
discard or weaken critical prudential safeguards. What’s worse, certain provisions of the proposal
clearly circumvent the plain language of the Federal Credit Union Act. ICBA’s objections to the
NCUA proposal include:

+ Flouting the statutory cap on member business loans. The Federal Credit Union Act’s
statutory calculation clearty and unambiguously sets the member business lending (MBL)
cap at 12.25 percent of assets. However, the NCUA MBL proposal, together with their
proposal to apply risk based capital standards under Basel 111 to credit unions, could be used
to circumvent the 12.25 percent MBL cap, raising it to 17.5 percent of assets or even higher
for certain credit unions. This proposal simply cannot be squared with the plain language of
the Act. According to the legislative history, the current MBL cap effects the will of
Congress that credit unjons serve persons of modest means “through an emphasis on
consumer rather than business loans.”' The legislative history also states that the MBL cap is
intended to limit the risk of taxpayer losses as a result of “large commercial loans™ by credit
unions.

* Taking “member” out of member business loans. Under the current rule, the borrower —a
credit union member — must personally guarantec a member business loan. This is what
makes a foan a member business loan. Nevertheless, the proposal would remove the member
guarantee requirement. A member business loan would become an ordinary business loan —a
radical departure from the credit union lending model elearly not intended by the Federal
Credit Union Act.

: According to the Senate Banking Committee Report accompanying 1998 Credit Union Membership Access Act.
{Senate Report 105-193), “Those restrictions [the 12.25 percent of assets MBL cap] are intended to ensure that
credit unions continue to fulfill their specified mission of meeting the credit and savings needs of consumers,
especiaily persons of modest means, through an emphasis on consumer rather than business loans.
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e Undermining the MBL cap. The current MBL cap alrcady contains a number of exceptions
that undcrmine its purpose and integrity. For example, whole loans and loan participations
purchased from other credit unions do not count toward the cap. The NCUA proposal would
greatly expand this loophole by removing the requirement that credit unions seek a waiver
for such lending. This would allow large credit unions to engage in hundreds of millions and
possibly billions of dollars of business loans outside of the MBL cap.

o No analysis showing economic need. The NCUA has failed to show economic need exists
to justify its sweeping proposal. A recent survey published by the National Federation of
Independent Businesscs found that only four percent of small business owners reported not
having all of their credit nceds met, a historically low percentage.” In addition, only two
percent of small businesses reported that obtaining credit was their main problem. Under
these credit conditions, the NCUA proposal is unlikely to result in net new loans. Rather, it
would allow tax exempt credit unions to siphon business loans from taxpaying community
banks. This in turn would reducc tax rcvenues at the federal, state, and local levels.

* Reckless weakening of prudential protections. The NCUA proposal would discard or
significantly weaken a series of prudential restrictions on member business lending such as
loan-to-value caps on collateral used to secure loans and loan-to-a-single-borrower limits, as
well as the borrower guarantee requirement noted above. As discussed below, this weakening
of lending standards is completely unwarranted by credit unions’ dismal record of faited
member busincss loans.

In the background to the proposal, the NCUA itself concedes that: "Poorly managed business
lending activities were a contributing factor in the failure of at least five credit unions since
2010. They account for roughly $141 million, or 25 percent of total share insurance fund losses
over the last five years." Elsewhere, the NCUA has stated that MBLs are delinquent at 2.5 times
the rate of all loans, and imprudent business lending has led to the weakening or failure of
hundreds of eredit unions.

The NCUA should answer the question why, given its frank lack of confidence in credit union
business lending, it proposes to weaken critical prudential safeguards. Reckless business lending
has already jeopardized the credit union system. Credit unions lack the experience and the
expertise to safely conduct business lending, and the NCUA laeks experience in supervising
business lending.

Congress should oversee critical policy changes at the boundary between taxable and tax exempt
institutions. ICBA hopes that this hearing will give committee members an opportunity to
question the NCUA regarding the statutory authority and policy rationale for its proposal. A list
of suggested questions is attached to this statement. A sweeping rewrite of MBL powers should
not be made by regulatory fiat.

? “Small Business Economic Trends.” National Federation of Independent Businesses. May 2015,
? Testimony of Deborah Matz, Chainnan, National Credit Union Administration, before the Senate Banking
Committee, December 9, 2010.

e Plission. G g, Bomba®
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Finally, ICBA believes the comment period on the NCUA proposal should be extended to allow
additional time for public consideration and comment. As the NCUA concedes, the proposal
would make “substantial changes™ to credit union business lending procedures. The agency
should have the benefit of a comprehensive and thoughtful public examination of its many
consequential changes. An extension of 60 days or more would be appropriate and would allow
Congress to review the proposal when members are in Washington D.C. Policy making of this
significance should be conducted in the light of day, not during an August eongressional recess.

Attachment

Questions for Chairman Matz regarding the NCUA MBL proposal
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Questions for NCUA Chairman Matz

b

2)

3

b

5

6)

7

8)

How much do you project credit union business lending will increase over the next 5 years if
your proposal becomes a final rule?

What economic analysis has NCUA conducted to indicate there is a need for a massive
increase in credit union business lending?

What percentage of new loans made under this proposal, if finalized, would be new business
toans that would not otherwise have been made versus loans taken off the books of
commercial banks?

How does NCUA monitor the mission of credit unions to ensure that credit union loans are
being directed towards borrowers of “modest means” — consistent with the credit union
mission? How would loans to borrowers of modest means be monitored under this new rule?

Could this proposed rule allow credit unions to have a MBL cap significantly higher than
12.25% (i.e., 17.5%)? If so, doesn’t this conflict with current law which requires the MBL
cap to be based on 1.75 times actual net worth or 1.75 times minimum net worth required for
the credit union to be well capitalized? Please explain.

If participation loans and the purchase of whole loans are exempt from the MBL cap, does
this incentivize large credit unions to buy or participate in large volumes of business loans
with the nation’s largest banks? If so, is this a loophole around the MBL cap?

The proposal indicates there have been approximately 1,000 waivers granted to credit unions
over the past couple of years from business lending constraints. Can you explain the waiver
review process and indicate under what circumstances NCUA grants waivers? What
percentages of the waiver applications have been approved and what percentage have been
denied?

The NCUA Board has acknowledged that this rule is a “significant change™ and plans to
allow an 18 month implementation period. Given the significant changes involved, shouldn’t
the comment period be 90 to 120 days?
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July 23, 2015

The Honorable Richard Shelby The Honorable Sherrod Brown
Chairman Ranking Member

Senate Banking Committee Senate Banking Committee
Washington, DC 20515 ‘Washington, DC 20515

The Honorable Jeb Hensarling The Honorable Maxine Waters
Chairman Ranking Member

House Financial Services Committee House Financial Services Committee
Washington, DC 20515 Washington, DC 20515

Dear Chairmen Shelby and Hensarling and Ranking Members Brown and Waters:

The undersigned organizations, representing the 53 State Bankers Associations from every state in
the country, write to strongly urge you to hold the credit union industry accountable and to
significantly increase your oversight authority over the National Credit Union Administration
(NCUA). NCUA is charged with protecting the safety and soundness of credit unions, but has
turned into a cheerleader for the $1 trillion tax exempt industry it is charged with supervising.

We are deeply troubled by the actions and recent comments from NCUA’s Chairman that, in the
name of “regulatory relief,” the agency is prepared to essentially provide the credit union lobby’s
legislative agenda through regulation despite Congress’ repeated unwillingness to do so directly.
For example, in June, NCUA proposed expansive changes to its business lending regulations,
claiming authority to raise the Congressionally-imposed cap on business loans. The proposal also
effectively makes the cap irrelevant through changes to loan participations, threatening safety and
soundness and diverting credit unions from their mission of serving consumers.

NCUA'’s Chairman also said in a June 25, 2015 speech that the agency is on the verge of
proposing regulations to water down the statutory prohibition on suppiemental forms of capital
and limitations on credit union fields of membership. Both would fuel substantial growth in the
tax-exempt credit union industry, making a mockery of any concept of serving a targeted market.
Even more brazenly, NCUA’s Chairman also took credit in the same speech for freeing nearly half
of all credit unions from statutory limitations on business lending, supplemental capital, and the
acceptance of non-member deposits from any source through “streamiining” qualification for a
designation designed to serve low-income people. With so many credit unions qualifying, we
question whether NCUA could possibly be giving each institution a serious look at whether this
special designation is appropriate. This is evidenced by some of the credit unions that have earned
the status: one that serves residents of one of America’s wealthiest communities, Stamford, CT,
and others that serve America’s wealthiest universities, including IHarvard and Georgetown.

“Regulatory relief” does not mean promoting explosive growth of the credit union industry at the
expense of taxpayers, community banks, or the communities those banks serve. Credit unions
enjoy a massive $25.39 billion federal subsidy over 10 years in the form of the tax exemption.
These proposed changes would exponentially expand that tax subsidy while creating
significant safety and soundness concerns, and should call into question whether the 81 year-
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old tax exemption is appropriate in the modern era. They certainly call into question the
adequateness of the NCUA. We call on Congress to hold the credit union industry and the NCUA

accountable and do everything possible to rein in this out-of-control agency.

Sincerely,

Alabama Bankers Association
Alaska Bankers Association
Arizona Bankers Association
Arkansas Bankers Association
California Bankers Association
Colorado Bankers Association
Connecticut Bankers Association
Delaware Bankers Association
Florida Bankers Association
Georgia Bankers Association
Hawaii Bankers Association
Heartland Community Bankers Association
Idaho Bankers Association

Illinois Bankers Association
Illinois League of Financial Institutions
Indiana Bankers Association

lowa Bankers Association

Kansas Bankers Association
Kentucky Bankers Association
Louisiana Bankers Association
Maine Bankers Association
Maryland Bankers Association
Massachusetts Bankers Association
Michigan Bankers Association
Minnesota Bankers Association
Mississippi Bankers Association
Missouri Bankers Association

Montana Bankers Association
Nebraska Bankers Association
Nevada Bankers Association

New Hampshire Bankers Association
New Jersey Bankers Association
New Mexico Bankers Association
New York Bankers Association
North Carolina Bankers Association
North Dakota Bankers Association
Ohio Bankers League

Oklahoma Bankers Association
Oregon Bankers Association
Pennsylvania Bankers Association
Puerto Rico Bankers Association
Rhode Island Bankers Association
South Carolina Bankers Association
South Dakota Bankers Association
Tennessee Bankers Association
Texas Bankers Association

Utah Bankers Association

Vermont Bankers Association
Virginia Bankers Association
Washington Bankers Association
West Virginia Bankers Association
Wisconsin Bankers Association
Wyoming Bankers Association

cc: Members of the Senate Committee on Banking, Housing and Urban Affairs
Members of the House Committee on Financial Services
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3138 10th Street North Carrie R. Hunt
ﬁ_"‘;‘af’gh\g‘zzzim‘z”g Senior Vice President of Government Affairs
F 703.522.0594 and General Counsel
NAFCU chunt@nafcu.org
National Association of Federal Credit Unions | www.nafcu.org
July 22,2015
The Honorable Randy Neugebater The Honorable Wm. Lacy Clay
Chairman Ranking Member
Subcommittee on Financial Institutions Subcommittee on Financial Institutions
and Consumer Credit and Consumer Credit
Housc Financial Services Committee House Financial Services Committee
U.S. House of Representatives U.S. House of Representatives
Washington, D.C. 20515 ‘Washington, D.C. 20515

Re: Tomorrow’s Hearing: “National Credit Union Administration Operations and Budget”
Dear Chairman Neugebauer and Ranking Member Clay:

On behalf of the National Association of Federal Credit Unions (NAFCU), the only trade association
exclusively representing the federal interests of our nation’s federally-insured credit unions, 1 write
today in conjunction with tomorrow’s subcommittee hearing entitled “National Credit Union
Administration Operations and Budget.” NATCU thanks you for holding this important hearing for
the credit union industry and would like to take the opportunity to share our thoughts on some of our
top concerns with the National Credit Union Administration (NCUA) ahead of the hearing. NAFCU
believes that a robust discussion of credit union issues only helps to strengthen the industry.

NCUA'’s Budget

NCUA is funded by the credit unions it supervises. Each year, credit unions are assessed a different
operating fee based on asset size. NCUA then pools the monies it receives from eredit unions and uses
those funds to creatc and manage an examination program. The monies that NCUA collects, however,
have significantly increased since 2008 to cover more than $100 million in growth in the agency’s
annual operating budget which stands at $279 miltion today.

Because NCUA’s budget is funded exclusively by the credit unions it regulates and insures, it is of the
utmost and ever-increasing importance to the credit union industry. Yet, for the fifth year in a row,
NCUA released and approved its annual budget without a formal hearing, thereby depriving the credit
union industry and its membership, from which the agency receives its total funding, of the
opportunity to formally comment on the agency’s budget.

From 2001-2008, the agency held annua) budget hearings to help promote transparency and allow the
industry to ask questions fo become better informed about NCUA’s hudget and the agency’s plans for
the year ahead. These hearings stopped in 2009, which happens to coincide with when the NCUA
budget started to see significant increases. While this may have been expected during the financial
crisis, these increases have continued post-crisis at a time when the FDIC has actually been scaling
back its budget.

NAFCU | Your Direct Connection to Education, Advocacy & Advancement
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NCUA is charged by Congress to oversee and manage the National Credit Union Share Insurance
Fund, the Temporary Corporate Credit Union Stabilization Fund, the Central Liquidity Fund, and its
annual operating budget. Because these funds are comprised of monies paid by credit unions, NAFCU
has Jong advocated thc agency to cxercise greater transparency by releasing non-aggregated balance
sheets for each fund. Currently, NCUA publicly releases general financial statements and aggregated
balance sheets for each of these funds. However, the agency does not provide non-aggregated
breakdowns of the components that go into the expenditures from the funds. Although NCUA releases
a plethora of public information on the general financial condition of the funds, they fail to fully
disclose the amounts disbursed and allocated for each fund. NAFCU believes that credit unions
deserve clearer disclosures of how the fees they pay the agency are managed.

Bipartisan legislation, H.R. 2287, the National Credit Union Administration Budget Transparency Act
is pending before the committee. This legislation would require the NCUA Board, before the annual
submission of its required detailed business-type budget, to: (1) print a draft of the budget in the
Federal Register; (2) hold a public hcaring to receive comments from the public on the draft; and (3)
include in the required integral set of accounts statements in which the budget will address any of such
comments. NAFCU urges you to support this legislation.

NCUA’s Risk-Based Capital Proposal

In January of 2014, the NCUA Board initially proposed a risk-based capital system for credit unions.
The proposal drew over 2,000 comments and over 360 Members of Congress expressed concerns.
Based on those comments and concerns, the NCUA Board issued, by a 2-1 vote, a revised risk-based
capital proposal in January of 2015. This revised proposal drew a record 2,167 comments and remains
controversial in the industry, which views it as a costly solution in search of a problem. Credit unions
believe this rulemaking is not only unnecessary given how extremely well-capitalized the industry is
today, but they also fear this proposal will unjustifiably constrain their ability to grow and serve their
communities.

Questions have been raised about the cost of this proposal on industry, the legal authority of the agency
to issue the rule that they’ve proposed, the regulatory burden this new rule would have on credit unions
and the impact on credit unions’ capital buffers (capital cushions) — which could extend into the
hundreds of millions of dollars.

Ultimately, NAFCU believes legislative changes are necessary to bring about comprehensive capital
reform for credit unions that would reflect lower capital requirements for lower-risk credit unions and
higher capital requirements for higher-risk credit unions. Such a system should move away from the
static net-worth ratio to a system where NCUA joins the other banking regulators in having greater
flexibility in establishing capital standards for institutions. NAFCU also believes that capital reform
must include access to supplemental capital for all credit unions and we would urge your support for
H.R. 989, the Capital Access for Small Businesses and Jobs Act.

On June 15, 2015, Representatives Fincher, Heck and Posey introduced the bipartisan Credit Union
Risk-Based Capital Study Act of 2015 (HR. 2769). This legislation would stop NCUA from moving
forward with their second risk-based capital proposal until completing and delivering to Congress a
thorough study addressing NCUA's legal authority, the proposal's impact on credit union lending,
capital requirements for credit unions compared to other financial institutions and more. Additionally,
NCUA could make any legislative recommendations that would help with the implementation of a new
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capital system. The agency would not be able to finalize or implement the proposal before 120 days
after the report goes to Congress. This “time-out” would give everybody a chance to examine the issue
in greater detail. NAFCU urges you to support this legislation.

Regulatory Relief

Regulatory burden is the top challenge facing all credit unions. While smaller credit unions continue
to disappear as a result of the growing burden, all credit unions are finding the current environment
challenging. Finding ways to cut-down on burdensome and unnecessary regulatory compliance costs
is the only way for credit unions to thrive and continue to provide their member-owners with basic
financial services and the exemplary service they need and deserve. 1t is also a top goal of NAFCU.

We hope NCUA will use this opportunity to outline areas where they support legislative regulatory
relief and areas where the agency plans to act to provide relief. A prime example of NCUA action is
the agency’s Fixed Assets proposal which is scheduled to be finalized tomorrow. The agency should
be commended for bringing this long needed relief to credit unions. We hope NCUA Chairman
Debbie Matz will outline more areas where the agency plans to take such steps in her testimony
tomorrow.

For example, NAFCU believes that the agency could do more under existing law to provide field-of-
membership relief for credit unions. Further, NAFCU believes that NCUA can remedy and streamline
the process of applying for field of membership expansions or conversions. Many federal credit
unions (FCUs) report that they must wait between 18 months to two years before a field of
membership expansion request is approved or denied by NCUA. Often, during the extensive waiting
time after the application has been submitted, the FCU is rarely provided any information from NCUA
about the status of their request.

NAFCU believes NCUA has the existing statutory authority to make the following field of
membership changes:

* Require deadlines for FOM amendment requests

e Increase transparency in the agency’s decision making process

¢ Streamline cumbersome notification requirements

Make it easier for a FCU to convert 10 a community charter

s Clarify the definition of “rural district”

Recognize the growth of technology in defining a “community”

Modifying the service facility requirement to recognize online banking services
* Provide greater flexibility with Trade, Industry, or Profession (TIP) charters

We also recognize the recent proposal by NCUA to improve the member business lending process at
credit unions. You may have heard from banking trades that mischaracterize this proposal as an
attempt to circumvent the statutory member business lending cap at credit unions, but in reality this is a
proposal to cut “regulatory red-tape” for credit unions and our nation’s small businesses by removing
overly prescriptive restrictions the agency placed on credit union business lending a number of years
ago in favor of a more comprehensive and overall principle-based risk management policy for business
lending at each credit union. The bankers are simply attempting to unfairly limit competition.
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NAFCU also urges you to support legislation that would provide credit unions with relief from the
arbitrary member business lending (MBL) cap. Legislation such as H.R. 1188, the Credit Union Smail
Business Jobs Creation Act (which would raise the MBL cap to 27.5% of assets), H.R. 1422, the
Credit Union Residential Loan Parity Act (which would exempt non-owner occupied 1-4 family
dwelling loans from the MBL cap), and H.R. 1133 (which would exempt loans made to veterans from
the MBL cap) deserve your support.

We hope areas such as field-of-membership reforms, the agency’s proposed changes to the member
business lending process and pass-through share insurance coverage will be areas of regulatory relief
covered by Chairman Matz tomorrow. We urge you to encourage the agency to be aggressive in i
actions to provide relief moving forward. -

NCUA and Third-Party Vendor Examination Authority

NAFCU opposes the agency’s call for the ability to examine third-party vendors. We view this as
regulatory overreach that would prove costly and create new burdens for the industry. When NCUA
previously had this authority for Y2K concerns, Congress specifically had the authority sunset and
chose not to renew it. The NCUA budget has already increased over 50% during the past five years.
The budget would continue to increase dramatically if NCUA had to hire or contract experts in every
field that credit unions contract to third parties in order to examine vendors. NCUA already has the
tools it needs to address risk through its examination of credit unions directly.

NCUA bhas cited cybersecurity as a reason it should have vendor examination authority over
technology vendors. However, the key to safety and soundness for credit unions is the credit union
relationship with the third party, which is already subjcct to the examination process.

Credit unions are proud of their track rccord of success in helping consumers and the American
economy. We ultimately want fair regulation that ensures safety and soundness but does not hamper
our ability to provide the services that our nation’s 100 million credit union members desire. We thank
you for holding this important hearing. If my staff or I can be of assistance to you, or if you have any
questions about credit unions, please feel free to contact myself or NAFCU’s Vice President of
Legislative Affairs Brad Thaler at (703) 842-2204,

Sincerely,

Ve ; / ‘ /// : '
U | W
Carrie R. Hunt

Senior Vice President of Government Affairs and General Counsel

ce: Members of the House Finaneial Services Committee
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Nf kSCuS

National Asspciation of State Credit Union Supervisors

July 22,2015

The Honorable Randy Neugebauer The Honorable William Lacy Clay
Chairman Ranking Member

Subcommittee on Financial Subcommittee on Financial
Institutions and Consumer Credit Institutions and Consumer Credit
Financial Services Committee Financial Services Committee
U.S. House of Representatives U.S. House of Representatives
Washington, D.C. 20515 Washington, D.C. 20515

Dear Chairman Ncugebauer and Ranking Member Clay:

On behalf of the National Association of State Credit Union Supervisors (NASCUS), the
professional association representing our nation’s state credit union regulators, | am writing
today in respect to tomorrow’s hearing on the National Credit Union Administration’s
Operations and Budget. NASCUS encourages the subcommittee to carefully examine the proper
separation within the NCUA of insurance and supervisory functions, and the impact of that
imprecise distinction on the health and well-being of the dual chartering system. In particular,
NASCUS is concerned that the agency’s funding mechanism and examination cycles are having

an inequitable impact on state chartered credit unions and state regulators.

A primary and long-standing priority of NASCUS is achieving meaningful transparency around
the NCUA’s budget and its allocation of expenses across state and federal credit unions. As both
a charterer and share insurer, NCUA primarily funds itseif in two ways: through direct
assessments on federal credit unions, and by transferring money from the share insurance fund
that is contributed by both state and federal charters. Currently, the agency funds over 70% of its

total budget from share insurance fund monies through the overhead transfer rate (OTR).

Generally speaking, increases in the portion of the budget funded by the OTR have led to
decreases in direct assessments on federal credit unions. For example, by increasing the OTR in
2014, NCUA was able to shift a substantial portion of its expenses to the insurance fund, thereby
enabling NCUA to reduce 2014 federal credit union operating fees by $10.5 million despite an

increase of $26.5 million in its 2014 operating budget. This represents a significant reallocation

NASCUS « 1655 North Fort Myer Drive, Suite 650. Adington, Virginia 22209 « P: (703} 528-8351 + F: {703) 528-1248 « www.nascus.ory * offices@nascus.org
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of direct assessment expenses for federal credit unions into indirect insurance fund contributions

which are borne by both state and federal credit unions.

Given the inherent conflict of interest between NCUAs roles as a competing chartering
authority and common insurer it is imperative that stakeholders be given the opportunity to
evaluate and formally respond to NCUA's allocation of expenses across the industry.
Consequently, NASCUS supports the NCUA Budget Transparency Act (H.R. 2287) which

would require NCUA to open its budget process to notice and comment from stakeholders.

Additionally, NASCUS urges the subcommittee to push NCUA to raise the threshold for its
annual insurance exam of state-chartered credit unions. NCUA currently examines all federally-
insured credit unions with assets in excess of $250 million on a 12 month cycle, regardless of
their CAMEL rating, risk profile, or frequency of examination by the state. In some cases, this
inflexible policy can lead to state-chartered credit unions with over $250 million in assets being

subject to two separate on-site exams in a 12 month period.

NCUA could ease the regulatory burden for credit unions, and enable valuable supervisory
discretion for state regulators, by raising the threshold for annual insurance exams to institutions
with assets of $500 million or more, and relying on state regulator exams for institutions below

that threshold on a risk-based basis.

State agencies conduct regular on-site examinations of their credit unions and, absent a specific
insurance-related concern, NCUA should rely on those exams as envisioned by the Federal
Credit Union Act. This adjustment would free up supervisory resources, both at the NCUA and
state level, to focus on problem institutions and emerging areas of supervisory concern, such as
cybersecurity. Although, in theory, the risk profile of a $250 million credit union could change
rapidly, NCUA and the states have off-site tools to monitor the condition of credit unions
remotely. In conjunction with on-site state exams, this should provide NCUA sufficient
information to evaluate the insurance risk of these credit unions. Furthermore, the health of any

individual $250 million credit union does not pose a systemic risk to the share insurance fund.

We appreciate the opportunity to share our concerns with the subcommittee, and we hope that

you take this opportunity to stress the importance of the dual chartering system, the value of

NASCUS + 1655 Narth Fort Myer Drive, Suite 650. Arington, Virginia 22203 « P: (703) 528-8351 « F: (703)}528-3248 + www.nascus.org * offices@nascus.org
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transparent and meaningful stakeholder input, and the critical distinction between supervisory

and insurance functions to the NCUA Chairman.

[f NASCUS can be of any assistance on this or any issue, please don’t hesitate to reach out to me

directly, or to our Regulatory and Public Policy Counsel, Sabrina Bergen, at (703) 528-0669.

Sincerely,

Lucy Ito
President & CEO

cc: Members of the Subcommittee on Financial Institutions and Consumer Credit, House

Financial Services Committee

NASCUS » 1655 North Fort Myer Drive, Suite 650. Arington, Virginia 22209 « P: (703} 528-8351 + F: (703} 528-3248 + www.nascus.arg + offices@nascus.org
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House Subcommittee on Financial Institutions and Consumer Credit
Hearing on National Credit Union Administration Operations and Budget
July 23, 2015

Questions for Debbie Matz, Board Chairman, National Credit Union Administration, from
Subcemmittee Chairman Randy Neugebauer

1. According to the NCUA Inspector General’s material loss reviews, NCUA examiners
routinely identified problems on a timely basis. There is no indication that any of the
credit unions that ultimately failed were not regularly examined. The reports do reveal
Slaws in the agency’s follow-through with judicious supervision and well-tailored
enforcement, which contributed to the failures.

Will you provide Committee with a list of credit unions that failed during the crisis as a
direct result of inadequate NCUA staffing or supervision? How will an increase in
staffing prevent the failure of supervision and enforcement? Should NCUA’s Sailure be
rewarded with more funding?

Before examining the number of credit unions that failed during the financial crisis, it’s
important to ook at the changes in the NCUA budget during the years leading up to the crisis.
As noted in my testimony, the NCUA Board held annual budget hearings between 2001 and
2008 affecting the 2002 through 2009 budgets.

During the years of these hearings, NCUA's budgets failed to keep an appropriate pace with
growing credit union assets, risks, product and service complexity, and industry
interconncctedness and concentration. In fact, as shown in the chart below, NCUAs budgct per
million dollars of federally insured credit union assets dropped from $321 per million dollars of
system assets in 2001, the year before budget hearings began, to $219 per million in 2009, the
fast ycar affected by the budget hearings. The difference over this timeframe represents a drop
of more than 30 percent in available resources.

NCUA Budget per Million of FICU Assets

As illustrated in the chart at the top of the next page, during the same seven years leading up to
the financial crisis, NCUA also cut a total of 91 staff positions—even though credit union assets
had increased by 73 percent.
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To facilitate these budget and personnel cuts, NCUA adopted a delayed examination cycle
extending periods between examinations for institutions not identified as troubled for up to 24
months, with an average of 18 months. The program ultimately reduced the number of full
examinations completed.

While NCUA met planned program needs, the staffing levels during this time did not provide the
additional staffing needed to materially expand supervision activities for all identified emerging
risks. As a result, an emerging risk that was once addressed with an interim follow-up
supervision contact could only occur where NCUA staff identified the threat to the National
Credit Union Share Insurance Fund as imminent.

Historically, well-run credit unions with an identified emerging risk—such as a growing
concentration of real estate loans—received an informal enforcement with the expectation that
management would address those concerns in the normal course of business, as had happened in
the past. Examiners did not have sufficient time to perform additional onsite visitations, where
the perceived risk was manageable. Thus, the extended examination cycle allowed an emerging
threat to grow more significant if left unresolved by credit union management.

In the capping report that you cite about material loss reviews, NCUA’s Inspector General
criticized NCUA for not more aggressively pursuing problem areas through supervision and
enforcement potentially reducing losses. The critical pre-crisis staff reduction hurt the ability of
NCUA to respond initially to the financial crisis. As a result, substantial staff increases were
necessary for NCUA to rebuild the examination and supervision program necessary to ensure the
safety and soundness of credit unions going forward. I addressed those issues as soon as I
became NCUA Board Chairman.

Long before the Inspector General issued the report criticizing NCUA’s lack of appropriate
supervision and enforcement, I recognized the need to address this issue. Soon after I became
NCUA Board Chairman, we quickly established an expectation that repeat serious Documents of
Resolution would not be tolerated. We also instructed examiners to move to stricter enforcement
actions and, where necessary, formal enforcements to resolve identified problems.

We continued to study causes of losses, and further refined our policy on Documents of
Resolution in 2013. We fully trained staff and established the clear message to credit unions that
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a Document of Resolution is serious, and it must be resolved by credit union management
promptly to avoid rapid and aggressive enforcement.

From 2008 through 2011, 90 federally insured consumer credit unions failed, which means they
were subject to an involuntary liquidation or an assisted merger. This number reflects a failure
rate of 1.1 percent (90 failures out of 8,101 federal insured credit unions as of December 31,
2007). In comparison, 414 federally insured banks and thrifts failed during the same timeframe,
for a failure rate of 4.9 percent (414 failures out of 8,533 institutions insured by the Federal
Deposit Insurance Corporation as of December 31, 2007). In addition to the failure of 90
consumer credit unions listed on the next page, five corporate credit unions failed during the
Great Recession: U.S. Central, WesCorp, Members United, Southwest, and Constitution.

It is important to note that NCUA also partniers with state supervisors. While NCUA will take
any action authorized under the Federal Credit Union Act—to protect the interest of consumers,
the integrity of the credit union system, and the solvency of the Share Insurance Fund—we also
have a responsibility to balance our risk-management needs with the resources and sovereignty
of the state authority as the prudential regulator for 38 percent of our federally insured
institutions, to the extent practicable. As a result, we have historically relied on state
examinations for a large number of state-regulated credit unions.

Of the 90 failures occurring between 2008 and 2011, 63 were federal credit unions and 27 were
federally insured, state-chartered credit unions. While state-chartered credit unions were slightly
Jess likely to fail—that is 30 percent of the failures versus 38 percent of the insured units—the
Share Insurance Fund losses at these institutions were higher. On average, the Share Insurance
Fund lost $5.8 million at each failed federal charter and $12.2 million at each failed state charter.

The changes that have occurred during my time as Board Chairman have provided tangible and
intangible benefits to the credit union system. NCUA has returned to an annual examination
cycle for credit unions. This has allowed NCUA to more rapidly uncover losses, including fraud,
and emerging risks not promptly addressed by credit union management. It has also allowed
NCUA to add specialized examiners with the expertise needed to appropriately identify and
address emerging risk resulting from an increasing number of complex and large credit unions.

Additionally, in response to the Inspector General’s report on failures and our experience with
risk exposure and losses to the Share Insurance Fund, NCUA lowered the dollar threshold of
state-chartered credit unions that must receive a full examination every calendar year to $250
million. This change further enhanced our ability to more effectively identify and aggressively
pursue resolution where problems exist. Finally, NCUA, under my leadership, has undertaken a
modernization of our existing regulatory structure to properly scale regulation with the level of
risk posed to Share Insurance Fund while minimizing or reducing administrative and regulatory
burden to thousands of low-risk credit unions.
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2. Chairman Matz, prior to your tenure, the NCUA regularly held annual public budget
hearings. What is the legal basis for your decision to discontinue NCUA budget hearings,
which provide greater transparency and accountability on the agency’s budget?

Instead of public budget hearings, is it reasonable to instead hold conversations with
stakeholders out of the public eye, in your office, and at lunches and dinners? Areyou
suggesting the Board is weak-willed? Are you suggesting the Board can be compromised?
Do you have concerns about having fo justify budget priorities and the NCUA’s spending?

Independence is the hallmark of federal financial institutions regulators. In my view, Congress
wisely designated NCUA as an independent agency, along with other federal banking agencies,
such as the Federal Deposit Insurance Corporation, the Office of the Comptroller of the
Currency, and the Board of Governors of the Federal Reserve System. This independence
insulates regulators of financial institutions from inappropriate political pressures on policy or
budget matters from the entities the agencies regulate. Requiring NCUA to subject its pre-
decisional budget to the hearing-and-comment process would erode one of the basic policy
foundations of the agency’s independence and result in additional industry pressure being placed
on the NCUA Board to reduce the agency’s examination budgets.

Policymakers concerned about ensuring safety and soundness should consider the lessons of the
past when trade groups had access to pre-decisional budget information. Rather than repeat
history, NCUA needs to have the capability to detect and resolve problems before those
problems cause credit union failures.

The policy decision to discontinue NCUA’s budget hearings and the agency’s concern about
legislation to mandate budget hearings arise from this experience. As noted in the answer to the
first question, when NCUA held public budget briefings from 2001 to 2008 during the run-up to
the financial crisis, credit union trade groups consistently advocated for cuts to NCUA’s budget
and exam hours. Subsequent to these hearings, the NCUA Board approved budgets that failed to
keep pace with growing credit union assets, risks, product and service complexity, concentration,
and industry interconnectedness. For example, during the seven years leading up to the financial
crisis, NCUA cut a total of 91 staff positions—even though credit union assets had increased by
73 percent. As a result, NCUA was under-staffed and under-resourced when the crisis hit.

This critical pre-crisis staff reduction hurt the ability of NCUA to respond initially to the
financial crisis. The NCUA Board voted unanimously to phase in the needed staffing over time.
It took three years of budget increases for NCUA to regain the ground it had lost before the crisis
and become as effective as it could and should have been.

NCUA implemented these budgets using zero-based budgeting techniques to ensure each
planned expense is individually justified and consistent with the agency’s overall strategic plan.

Despite these concems about budget hearings, I recognize that transparency is also a hallmark of
good government. Compared to other federal banking agencies, NCUA is the most transparent
in terms of the information we release about our budget and the budget process.
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In the interests of transparency and accountability, NCUA has made over 80 documents related
to our budgets and budget processes available on our website to the public.! This information
includes: Board action memorandums on the budget, budget briefing summaries, answers to
budget questions submitted by trade groups and credit unions, detailed information about budget
breakdowns by NCUA offices, and summary fact sheets on issues such as the budget process and
prioritizing information technology expenditures. NCUA also posts the annual audits of ail
funds under management on its website.

The posted financial information provides a high level of disclosure and transparency of our
budget and budget-making process. With this information, concerned stakeholders have ample
opportunity to examine our budget and convey their views in writing about NCUA’s current and
future budgets. Indeed, each year the Board already receives letters prior to our budget vote
from each trade group urging us to reduce examinations and flatten the budget.

Presently, there are several statutory requirements related to transparency and accountability with
which NCUA complies. Under the Federal Credit Union Act, NCUA reports annually to the
President and Congress. This report summarizes the operations of the agency and sets forth such
information as is necessary for the Congress to review the financial program approved by the
Board. Further, NCUA’s financial transactions are subject to audit by the Government
Accountability Office.

NCUA must also report annually to the Senate Banking Committee and House Financial
Services Committee about the operations of the National Credit Union Share Insurance Fund,
which insures deposits at federaily insured credit unions. This report must include the results of
an independent audit of the Share Insurance Fund.

Finally, NCUA annually must prepare and submit a “business-type budget as provided for
wholly owned Government corporations.” NCUA must also “maintain an integral set of
accounts, which shall be audited by the Government Accountability Office in accordance with
principles and procedures applicable to commercial corporate transactions.”

Recognizing the value in the open and free exchange of ideas, I also regularly seek insights and
input from stakeholders in a variety of public settings. From one-on-one meetings to town-hall
settings, conferences, telephone conversations, and coordinated field meetings, | am accessible to
discuss the budget and other matters. I routinely crisscross the country speaking to and meeting
with tens of thousands of credit union officials representing every state.

To further emphasize my commitment to enhanced transparency and effective communications, I
have held 18 in-person Listening Sessions and 12 online town-hall style webinars since rejoining
the NCUA Board. Again, these Listening Sessions and webinars are open to all interested
parties.

3. Page 18 of the NCUA’s 2014 Annual Report states that of the 15 credit unions that failed
in 2014, “Fraud was a contributing factor in seven of these failures in 2014, costing the
Share Insurance Fund $36.5 million.”

1 See http://www.neua.gov/about/Pages/budget.aspx.
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If the NCUA is focused on preventing losses to the NCUSIF, it stands to reason that
NCUA should devote its resources to fraud prevention, not on unnecessary new rules.
Why do you not insist that NCUA focus on fraud prevention and focus resources where
they will surely do the most good?

The primary purpose of NCUA’s examination and supervision program is to ensure federally
insured credit unions comply with applicable laws and regulations and operate in a safe and
sound manner. Safety and soundness expectations for insured credit unions include internal
controls to deter and detect fraud. As such, NCUA conducts a review of internal controls on a
risk-focused basis and has incorporated fraud detection techniques into some aspects of the
examination program.

As I'noted in my answer to a question from Congressman Tipton during the hearing, | am
concerned about fraud, but the impact of fraud-related failures on the National Credit Union
Share Insurance Fund is typically not material. Because employee fraud is mainly a small credit
union problem, the aggregate risk to the Share Insurance Fund from small institutions is limited.
Credit unions with less than $50 million in assets hold only 5 percent of total system assets in
aggregate. And, even though roughly 40 to 50 percent of losses over the last decade to the Share
Insurance Fund have fraud as a contributor, the average annual loss has not been material in the
context of the health of the Share Insurance Fund, except for one extraordinary loss in 2010.

While they are regulated entities, credit unions are also private organizations. Therefore, fraud
prevention must first start at the credit union. Credit unions must establish effective internal
controls to prevent fraud and detect instances of fraud early when the losses are still manageable.
Effective internal controls include the adoption of a board-approved fraud policy signed by
employees on an annual basis, surprise cash counts, separation of duties, procedures related to
employee family accounts, processes for counting vault cash, and procedures for completing file
maintenance transactions.

Small credit unions are inherently susceptible to fraud as it is difficult to provide for segregation
of duties due to limited resources, few staff, and a lack of external financial audits. Fraud is also
inherently difficult to detect during examinations because the individuals perpetrating the fraud
are typically working actively to conceal it. One must have proof of the fraud, not just
symptoms or suspicions. Moreover, many mismanagement problems look like fraud, and many
frauds look like mismanagement. NCUA could very quickly spend an inordinate amount of
money and resources on a programmatic basis searching for fraud that would exceed the costs of
the actual fraud occurring, not to mention burdening innocent institutions with a more extensive
exam. We must, therefore, find an appropriate balance, one that works to identify fraud and
minimizes burdens on small credit unions.

To help credit unions prevent fraud, NCUA has implemented a variety of measures to provide
training and resources for credit unions. For example, NCUA’s Office of Small Credit Union
Initiatives released online training videos in 2014 about Deterring, Preventing & Detecting
Employee Dishonesty. These eight videos, together, have had more than 20,000 views. The
Office of Small Credit Union Initiatives has also conducted webinars on internal controls and
fraud prevention in recent years.
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To promote the early detection of apparent fraud and insider abuse, NCUA has provided
guidance to examiners on internal controls and other fraud-prevention and detection techniques
through various training platforms. NCUA has expanded fraud training for both new and
seasoned examiner staff. The new examiner training program was retooled with a fraud focus,
including additional transaction testing procedures. Content in various training classes also was
updated to include training on the reconciliation of bank statements and fraud indicators.

Additionally, NCUA has repurposed existing agency positions to provide more expertise and
coordination for the agency’s anti-fraud program. The Office of Examination and Insurance
established a fraud and risk analysis specialist position and hired an individual with extensive
law enforcement experience. This specialist is coordinating the development of additional fraud
resources and tools, liaising with law enforcement and other government agencies, establishing
additional fraud training, and assisting with actual fraud cases.

In addition to returning to an annual exam cycle, NCUA has implemented a variety of
improvements to the agency’s exam program to detect any material fraud in a credit union
earlier. In 2011, for example, NCUA began developing a Small Credit Union Exam Program
that incorporates fraud-detection techniques. The new program was launched in the first quarter
of 2015 after extensive testing in 2013 and 2014. The program contains defined-scope exam
procedures that include transaction testing that would be more likely to detect material fraud in a
credit union, if it exists.

The agency’s examination software system was also updated to include additional examination
procedures designed to aid in detecting and documenting fraud in credit unions of all sizes.
Further, NCUA has recently incorporated an expanded series of “red flags™ reports into our
surveillance systems that are designed to identify potential fraud.

Finally, it is important to put the agency’s anti-fraud efforts into a larger context. NCUA is
using a multi-pronged, but ieasured, approach to combat fraud given resource considerations
and inherent challenges in detecting fraud. NCUA’s risk mainly relates to material employee
fraud in a credit union, not smali-doliar thefts committed by a teller for example. The Share
Insurance Fund is in the third-loss position on fraud, behind the credit union’s capital and the
fidelity bond coverage required under the agency’s rules.> Therefore, unlike other forms of risk
or mismanagement where NCUA is in the second-loss position, there is a built-in additional
layer of protection for the Share Insurance Fund when it comes to fraud.

4. During the hearing the following exchange occurred:

WILLIAMS: Would you provide this committee will a complete list of employees who have
received these bonuses in 2014 and 2015 so that we can shed some light on the policy and
learn more how it works?

MATZ: Sure.

WILLIAMS: Would you do that for us?

MATZ: Absolutely.

*See 12 C.F.R. 713,
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Please provide the committee with a complete list of employees who have received these
bonuses in 2014 and 2015, including the amounts received, the manager authorizing each
award, and the dates received. Please provide all relevant policies and other records
governing this practice.

All of the requested information was provided to Congressman Williams’ office in August 2015,
with copies provided to both you and Ranking Member Clay. For the record, I am including a
brief summary of the detailed information NCUA provided to the three congressional offices.
The information submitted included the name of each award recipient, office, date of each
award, amount of each award, and name of each awarding supervisor for 2014 and 2015.

Federal award guidance issued by the U.S. Office of Personnel Management and the U.S. Office
of Management and Budget calls for limiting award spending to no more than 5 percent of total
salaries for executives and no more than 1 percent of total salaries for non-executives. In
calendar year 2014, NCUA spent 0.60 percent of total executive salaries on awards and 0.61
percent of total non-executive salaries on awards. Thus, NCUA is in compliance with federal
award guidance and well under the limits prescribed by these agencies. Also, part of the
agency’s submission to the three congressional offices included a chart with the salary and award
totals and percentages by executives and non-executives.

Please note that year 2015 awards were itemized from January 1, 2015, through July 23, 2015,
the date of Congressman Williams” request. The average award during this period was $489.

As requested, we also included all relevant policies and records governing NCUA’s incentive
awards, including:

e The joint-agency guidance about awards from the U.S. Office of Personnel Management and
the U.S. Office of Management and Budget issued in November 2013. The guidance
remains in effect.

* A copy of our current incentive awards chapter from the NCUA Personnel Manual adopted
in March 2012. The chapter remains in effect.

o The delegations of authority related to incentive awards through September 2014. These
delegations also remain in effect.

NCUA staff is available to provide additional information or answer other questions about
NCUA’s awards program.

5. The 2015 budget for the Office of the General Counsel is 36.7 million, a 7 percent
increase, despite no increase in the number of employees. What is driving this cost
increase? Pay and benefits are up 8 percent, which exceeds the average for the rest of the
agency. Why has pay gone up so much this year?

The Office of General Counsel’s budget decreased for every other cost category other than pay
and benefits, which are annually adjusted for all staff in each office.
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The pay and benefits budget for the Office of General Counsel increased mostly due to the merit
and locality pay adjustments, which account for approximately $400,000. NCUA had frozen or
limited locality pay adjustments for several years, despite increases in local costs of living.
While the agency began making catch-up locality payments in 2015, NCUA locality pay
generally lags behind other federal financial institutions regulators.

Other, smaller increases to the Office of General Counsel’s budget included a $30,000 increase
attributed to a part-time employee converting to full-time status. Additionally, four employees
were budgeted for career-ladder promotions in 2015, for a total pay and benefits estimated cost
increase of approximately $50,000.

6. Inthe 2015 budget for the Office of Consumer Protection, pay and benefits for 2015 are
$7.3 million, up 9 percent (3600,000), yet the office is only adding two people. What
accounts for this large budget increase? Now that the CFPB has been around for 4 years,
how is this office not duplicative and superfluous?

The Office of Consumer Protection’s total pay and benefits change from 2014 to 2015 was
$595.,970. Of this amount, approximately $187,000, or about one-third of the increase, was
associated with two new employees. The other two-thirds or $408,000 was due to the merit and
locality increases.

The NCUA Board first approved funds in 2009 to support the Office of Consumer Protection’s
initial operations in 2010. The office enforces federal financial consumer protection and fair
lending laws and regulations, provides regulatory and compliance resources, responds to
consumer inquiries and complaints, promotes financial literacy, addresses share insurance
matters, and handles chartering and field-of-membership applications, which are unique to
federal credit unions.

With respect to any potential overlap with the Consumer Financial Protection Bureau, CFPB’s
enforcement authority is currently limited to only five credit unions. In contrast, NCUA’s Office
of Consumer Protection has unique enforcement authority over more than 3,800 federally
chartered credit unions with $10 billion or less in assets. NCUA’s office performs many
essential federal financial consumer protection functions that CFPB does not undertake.

7. In the 2015 budget for the Office of National Examinations and Supervision, “Contracted
Services” will be increasing from $315,000 to $677,000, an increase of over 115 percent.
What is this money being spent on?

The increase to the contracted services within the Office of National Examinations and
Supervision strengthens its oversight of the nation’s largest credit unions. The increase primarily
supported three initiatives:

e In 2014, the NCUA Board adopted a rule subjecting credit unions with assets of at least $10
billion to annual supervisory stress tests. NCUA presently contracts with a third party to
perform the necessary analytics associated with the stress tests. NCUA budgeted $100,000
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for 2015 to obtain an independent assessment of costs that would be associated with
conducting the stress test analytics independent of the third party.

e NCUA budgeted $150,000 for the procurement in 2015 of a loan analytics platform to
stratify large loan portfolios by product mix, risk characteristics, and loan features.

¢ NCUA budgeted $50,000 to perform cybersecurity penetration testing in 2015 at large,
complex credit unions.

8. In the 2015 budget for the Chief Financial Officer, the number of employees will remain
flat at 39, yet pay and benefits are sef to decline by 25 percent. Why is this so?

When staff vacancies occur during the year, salaries and benefits that are budgeted are not spent.
To account for such vacancies, the Chief Financial Officer subtracts from the budget an
employee turnover estimate. This subtraction reflects anticipated personnel vacancies based on
current and projected hiring trends. These savings are not attributed to individual offices at the
start of the budget year because it is not known where vacancies will occur. So, aggregate
savings are accounted for through the budget for the Office of the Chief Financial Officer.

The 2015 budget excluded a higher amount from the pay and benefits budget than 2014 to ensure
unneeded funds were not collected from credit unions. This change caused the pay and benefits
budget to be lower when compared to the prior year’s budget for the Office of the Chief
Financial Officer.

When the Office of the Chief Financial Officer’s budget is viewed separately, without the
agency-wide vacancy adjustment, the amount budgeted for the office’s staff in 2015 was $6.2
million, compared to $5.8 million for 2014.

9. The 2015 budget for the Office of Small Credit Union Initiatives says that half of all small
credit unions shrank in 2014, with an average return on assets of just 4 basis points.
These institutions are struggling. Yet this budget cuts the programming budget to offset a
5 percent pay increase for office staff. The overall budget is unchanged, so this appears to
be a pure shift from programming to employee pay. Can you explain these changes? Is
this really the right message to send while small credit unions are dying on the vine?

The cuts in the programming budget represent an increase in efficiencies, rather than a reduction
in programming by the Office of Small Credit Union Initiatives. The office has actually
expanded programming outreach to a significantly greater percentage of credit unions.

Over the last five years, even though the number of small credit unions has decreased, the credit
union client base for the Office of Small Credit Union Initiatives has grown. This growth has
resulted from an increase in the number of low-income designated credit unions, minority
depository institutions becoming eligible for the office’s services, as well as the change in the
definition of small credit union from $10 million to $50 million in assets. In September, the
NCUA Board subsequently raised the threshold for defining a small credit union to $100 million
in assets. Together, these changes make 85 percent of all credit unions eligible for the office’s
services.

11
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To provide effective services to a growing credit union client base, the Office of Small Credit
Union Initiatives needed to measure its delivery channels and its resulting impact on credit
unions. Therefore, the office contracted services for an impact study in 2014. Based on the
results of the study, the office has implemented changes in programming to gain greater outreach
and better serve credit unions seeking assistance. It automated grant processing, moved from
onsite events to online webinars and videos, and developed multiple credit union guides and
resources that address small credit union challenges.

These strategic changes have been received positively by credit unions. The Office of Small
Credit Union Initiatives™ outreach for 2014 included 15,965 webinar participants, 389 credit
unions receiving consulting assistance, 331 low-income designated credit unions receiving grant
funds, and 12 credit unions receiving ioans from the Community Development Revolving Loan
Fund program.

Comparing the 2014 budget to the 2015 budget for the Office of Small Credit Union Initiatives,
please note:

¢ For 2013, the office added one new employee to assist in providing services to an expanding
credit union base. This $199,000 budgeted for this position includes travel and expenses; and

¢ The programming decreases reflect the removal of the costs related to the one-time contract
for the 2014 impact study.

10. In the 2015 budget for the Office of Human Resources, why does NCUA need 44 HR staff
to service fewer than 1,300 employees? NCUA’s HR-to-staff ratio is 1-to-30, which is
three times higher than the average for a large company. How can you justify the need for
a top-heavy HR department? The HR office is spending $3 million on contracted services,
to do what? With so many HR personnel, why is there still a need to contract work outside
the agency? What exactly are these contractors accomplishing? Please provide copies of
all contracts awarded by NCUA to outside vendors for HR-related work.

Human resources comparisons to private-sector companies are not reliable indicators for
government agencies, because public and private-sector organizations operate under different
laws, rules, and regulations. A more appropriate assessment of NCUA’s Office of Human
Resources would be to compare its size to similar offices at other federal financial institutions
regulators. For those financial regulatory agencies that include training as part of their human
resources offices, NCUA’s HR-to-staff ratio of one human resources employee to 30 agency
employees is in the middle of the range of other agencies of 1:25 and 1:36.

Comparing the staffing of NCUA’s Office of Human Resources without the training function,
which is how Federal Deposit Insurance Corporation is structured, provides similar resuits.
NCUA has a ratio of one human resources employee to 44 agency employees. On this basis, the
other financial institutions regulators range between ratios of 1:28 and 1:48.

Please note that the training provided by NCUA’s Office of Human Resources not only includes
all of the government employee training required by law, but also the multi-level training of the

12
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agency’s entire examination workforce. Additionally, NCUA’s training staff provide instruction
for not only the agency’s examiners, but also state credit union examiners. This shared training
creates efficiencies within the credit union system. In 2015, the Office of Human Resources will
coordinate, develop, and deliver training for 810 federal examiners, 684 state examincrs, and 424
management, supervisory, and non-supervisory support staff.

The $3 million for contractcd services includes interagency agreements and other contracts for
specialized services. Services of this type are routinely provided through interagency
agreements with shared service providers, and many are required by law. This is the most cost
efficient way to obtain these services.

For 2015, NCUA budgeted $833,338 for these specialized services, which include:

Interagency Agreements

® General Services Administration Comprehensive Human Resources Integrated System
Operations and Maintenance Support Fees — $220,000 (required by law)

e Office of Personnel Management Industrial Organization Psychologist support in the
development of non-proctored automated writing assessment capability for entry-level credit
union examiner evaluation and selection processes — $80,000

e Department of the Interior drug testing services — $3,300 (required by law)

e Department of Health and Human Services Federal Occupational Health Employee
Assistance Program — $37,890 (required by law)

e Office of Personnel Management Flexible Spending Accounts fees — $100,000 (required by
law)

Other Contracts

e NCUA Savings Plan administration ~ $254,000

« Contract to support human resources information systems transition to a new Shared Service
Provider - $75,000

¢ Grievance and mediation meetings and associated outside costs — $25,000

e Collective Bargaining Agreement editing and indexing — $15,000

e Arbitration hearing costs $22,500 (required shared cost with union if arbitration is invoked)

The contracted services line also includes $117,500 to fund non-examiner training costs.

The remainder of the contracted services budget line consists of $2,049,500 for examiner
training and development. Of this amount, the budget provides $1.8 million for training class
delivery, $219,200 for leadership and management development programs, and $12,000 for

training event security. The trainers consist of outside vendors and agency employees.

The Office of Human Resources is working to gather the requested contracts and interagency
agreements, and these documents will be provided to you as soon as possible.

13
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11. The NCUA commissioned an opinion from a law firm Paul Hastings to write you a legal
opinion justifying your Risk-Based Net Worth proposal. The NCUA website says your
Office of the General Counsel “has responsibility for all legal matters affecting NCUA,
including...providing interpretations of the Federal Credit Union Act and NCUA rules
and regulations to the agency and to outside parties.” Further, your general counsel,
Michael McKenna is the agency’s top-paid staffer, making $250,000 in 2013, according to
a news article.

a. Inlight of these facts, why was it necessary to secure outside counsel to produce this
opinion? Is your general counsel up to the task? Did he also provide you with an
internal legal opinion? Please provide all NCUA records evaluating the agency’s legal
authority to issue its Risk-Based Net Worth proposal.

Debates about the legality of the risk-based capital proposed rule have centered on NCUA's
authority to require credit unjons to maintain different risk-based net worth ratio levels to be
classified as adequately capitalized or well capitalized. As published in the Federal Register,
NCUA’s Office of General Counsel drafted the legal authority section in the preamble of the
revised proposed rule to outline NCUA’s authority to require a two-tiered risk-based capital
system.3

Because the questions about NCUA’s legal authority to impose a two-tiered risk-based capital
regime posed by commenters on the first proposal raised fundamental questions about the design
of NCUA’s risk-based capital framework, I concluded that before proceeding further the agency
should obtain an independent legal opinion from an outside law firm. This decision did not
result from a lack of confidence in the General Counsel’s opinion on the issue. Indeed, at the
January open Board meeting at which the revised proposal was adopted, I noted my complete
confidence in the legal advice provided by NCUA’s Office of General Counsel. Rather, after
reviewing the legal concerns raised by some during the first comment period, I felt it prudent to
conduct my own, independent due diligence on this very important issue.

In preparing the scope of work, it was made clear that the law firm was to provide an unbiased
legal opinion on the issue, and that NCUA would not influence or pre-determine the legal
opinion. If the opinion found that NCUA lacked the legal authority to propose different risk-
based thresholds to be well capitalized and adequately capitalized, then NCUA would have
redrafted the proposed rule accordingly. The opinion from Paul Hastings concluded that NCUA
does have the authority to adopt a two-tiered risk-based threshold as part of a modernized risk-
based capital system. Thus, NCUA’s General Counsel and an independent law firm have each
separately concluded that NCUA has the authority to adopt a two-tiered risk-based capital
system.

NCUA’s Office of General Counsel prepared an internal legal memorandum on the issue, which
is protected by attorney-client privilege and, therefore, not included in this response. Our
attorneys are available to meet with your staff in person to discuss the memorandum. The Paul
Hastings legal opinion is available on NCUA’s website and attached for your review.*

¥ See 80 FR 4340 (January 27, 2015).
4 See hitp://www.ncua.gov/News/Documents/NW201501200pinion.pdf.

14



124

b. What was the cost of procuring this Paul Hastings opinion? We have heard that the
opinion cost the agency $50,000, and a briefing for staff cost the agency an additional
3100,000 for a total cost of $150,000. Is this accurate? Why was the briefing
necessary? Please provide a list of all NCUA staff who were briefed by Paul Hastings.
Was this cost paid out of the Share Insurance Fund?

The cost of Paul Hastings™ legal work included $100,000 for the oral opinion and multiple
consultations with all Board members, plus $50,000 for a written opinion. I should note that this
was not a new budget request; it was paid in 2014 from our Office of General Counsel’s line
item for contracted legal services contained in the agency’s annual budget.

The firm researched every legal issue in the proposed rule for several months, during which
outside counsel reviewed all of the 2,056 official comment letters, plus any additional letters we
received that questioned NCUA's legal authority. In October, a team from Paul Hastings
presented an oral legal opinion to the NCUA Board, senior staff, and staff involved in the
rulemaking. According to records, the following agency personnel attended the meeting:

* Board Chairman Debbie Matz

* Board Vice Chairman Rick Metsger

e Board Member J. Mark McWatters (by phone)

» Steve Bosack (Office of the Board)

Mike Radway (Office of the Board)

Sarah Vega (Office of the Board)

James (Buddy) Gill (Office of the Board)

Mark Treichel (Executive Director)

e Michael McKenna (General Counsel)

e Lara Rodriguez (Office of General Counsel)

e Frank Kressman (Office of General Counsel)

Justin Anderson (Office of General Counsel)

John Brolin (Office of General Counsel)

Todd M. Harper (Office of Public and Congressional Affairs)
Larry Fazio (Office of Examination and Insurance)
JeanMarie Komyathy (Oftice of Examination and Insurance)
e Steve Farrar (Office of Examination and Insurance)

During the oral briefing and in the weeks that followed, each Board member, at his or her own
discretion, had access to Paul Hastings” lead attorney for further discussions of the issue.

c. How many other law firms did you solicit before selecting Paul Hastings?

During the summer of 2014, bids were solicited from 11 law firms around the country that
specialize in financial services statutes and regulations. The Global Banking and Payment
Systems practice of Paul Hastings—based in Washington, D.C.—was ultimately selected. Paul
Hastings has a stellar reputation on legal issues related to prompt corrective action, from the
perspectives of financial institutions as well as from the perspective of a federal agency.
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d. Pages 12-13 of your annual report state that a “final rule is expected in 2015.” More
than half the year is over. When do you specifically plan to finalize this rule? Will
NCUA engage in full cost-benefit analysis prior to finalizing rule and share a detailed
description of the methodology employed by NCUA in conducting such analysis?

NCUA still intends to finalize the risk-based capital rule at an open Board meeting during the
last quarter of 2015.

In developing any regulation, NCUA strives to ensure the agency’s rulemakings are reasonable
and cost effective. While independent regulatory agencies are generally exempt from executive
orders on rulemaking, NCUA conducts its rulemaking activities in a manner generally consistent
with the philosophy and principles outlined in Executive Orders 12866 and 13563. Both
executive orders refer to agencies taking into consideration costs and benefits, both quantitative
and qualitative, of a regulation.

Analyses of the various costs and benefits of proposed or final rules and the methodologies used
to conduct those analyses are generally developed during the deliberative and rule-writing
process, and they are provided to Board members in a variety of ways, including briefings,
memorandums, and presentations. These analyses ensure that regulatory choices are made after
appropriate consideration of the likely consequences.

Additionally, much of the consideration and weighing of advantages and disadvantages is
included in the preambles to the agency’s proposed and final rules. Finally, the agency generally
tailors regulations in a way that match the affected credit unions’ size and complexity, while also
providing exemptions or practical alternatives where feasible. For example, the revised proposed
rule on risk-based capital exempts non-complex credit unions holding up to $100 million in
assets because these credit unions pose limited risks to the Share Insurance Fund.

This deliberative process was undertaken in both of the proposed risk-based capital rules, and it
is currently underway for the final risk-based capital rule. As with the proposed rules, the final
rule will include a discussion of the benefits of capital in avoiding individual financial institution
failures and systemic crises, as well as thorough analyses of the specific changes in capital
requirements associated with the final rule and the way those requirements correlate to risks and
exposures in the credit union system.

The Board action memorandum accompanying the final rule will provide detailed estimates of
NCUA’s costs to implement the rule, and that Board action memorandum will be publicly
available on NCUA"s website.

To provide further information on how NCUA considers the costs and benefits during the
development of this and other rules, including pre-decisional matters, NCUA staff are available
to brief you or your staff in person.



126

e. Within the rule itself, why are investments in CUSOs risk-weighted at 100 percent, but
loans to CUSOs are risk-weighted at 150 percent?

Actually, the proposed risk weight for an equity investment in a credit union service
organization, or CUSO, was 150 percent, while the proposed risk weight for a loan to a CUSO
was only 100 percent.

The proposed rationale for the different treatment was that an equity investment in a CUSO is an
unsecured, at-risk equity investment. It is, therefore, in a first-loss position, which is analogous
to an investment in a non-publicly traded entity. There is no price transparency and extremely
limited marketability associated with CUSO equity exposures. In contrast, loans to CUSOs have
a higher payout priority in the event of a CUSO’s bankruptcy. Therefore, loans to CUSOs
warrant a lower risk weight of 100 percent, which corresponds to the base risk weight for
commercial loans.

However, based on comments received on the second proposed rule, NCUA is considering
reducing the risk weight on equity investments in CUSOs to 100 percent if the credit union’s
total equity exposure is insignificant.

Please note that the final risk weights will only apply to unconsolidated CUSO loans and equity
investments. For CUSOs subject to consolidation under GAAP, the amount of CUSO equity
investments and loans will be eliminated from the consolidated financial statements because the
loans and investments are intercompany transactions. The related CUSO assets that are not
eliminated will be added to the consolidated financial statement and will receive risk-based
capital treatment as part of the credit union’s statement of financial condition.

Jo Credit unions are limited to a 1 percent investment in CUSOs. How did this influence
your risk-weighting?

There are statutory limits on how much a federal credit union can loan to and invest in credit
union service organizations. However, the limitations are not as stringent for some federally
insured, state-chartered credit unions. Also, the limit is only binding for federal credit unions at
the time the loan or investment is made. That is, the position can grow in proportion to assets
over time.

In setting capital standards like Basel and the standards of the Federal Deposit Insurance
Corporation, Office of the Comptroller of the Currency and the Board of Governors of the
Federal Reserve System, the risk of loss—not the size of the exposure—is central to determining
the risk weight.

However, as noted in my previous answer, NCUA is considering reducing the risk weight on
equity investments in CUSOs if the credit union’s total equity exposure is insignificant.
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g Why are mortgage servicing assets (MSAs) risk-weighted at 250 percent? Why do you
believe this is the appropriate weighting?

The proposed 250-percent risk weight for MSAs reflected the relatively greater risks inherent in
these assets. Specifically, the value of mortgage servicing assets is dependent on an estimated
series of cash flows over a period of time. Those values can be very volatile in changing interest
rate environments and highly sensitive to unexpected shifts in interest rates, prepayment speeds,
and costs associated with servicing. These risks contribute to the high level of uncertainty about
the ability of holders of MSAs to realize full value from these assets, especially under adverse
financial conditions, and support assigning a 250-percent risk weight. Finally, a 250-percent risk
weight for MSAs would maintain comparability with the risk weight assigned to these assets by
the federal banking agencies.’

h. NCUA rules prohibit a federal credit union from purchasing morigage servicing rights
as an investment. [12 CFR § 703.16 Prohibited investments]. If a credit union is
servicing its own loans, why then do you require a risk weight?

Federally insured, state-chartered credit unions are not prohibited under federal regulation from
purchasing mortgage servicing assets. Yet prompt corrective action, by federal statute, applies to
all federally insured credit unions. Thus, as insurer, NCUA’s proposed risk-based capital
standards need to account for the activities of all federally insured credit unions, including state
charters.

i.  Your proposal would establish three categories of assets subject to concentration
thresholds (consumer loans, equity loans, and mortgages). These requirements don’t
exist for banks. Why have you proposed doing this this?

Actually, the revised risk-based capital proposal would subject only two categories of assets to
concentration thresholds: residential real estate loans and commercial loans. The proposal does
not contain a concentration threshold for consumer loans.

The Federal Credit Union Act requires NCUA to design the risk-based net worth requirement to
take account of any material risk. NCUA has historically included concentration risk in the risk-
based requirements. Higher capital requirements for concentrations of real estate loans and
member business loans exist in the current rule, which the proposal would simplify.

NCUA has been advised by the Government Accountability Office and NCUA’s Inspector
General to improve how we address credit concentration risk. In 2010 and 2011, NCUA’s
Inspector General completed several material loss reviews of failed credit unions, citing large
real estate loan concentrations as a primary cause of their failure. The failed credit unions held
substantial residential real estate loan concentrations in either first-lien mortgages, home equity
lines of credit, or both.?

5 See, for example, 12 CFR 324.32(H{4)1).

¢ See Material Loss Review of Cal State 9 Credit Union, OIG-10-03 (April 14, 2010); Material Loss Review of Beehive Credit
Union, O1G-11-07 (July 7, 2011); and Material Loss Review of Ensign Federal Credit Union, 01G-10-15 (September 23, 2010).
All three reports are available at http:/www.ncua.gov/about/Leadership/CQ/QIG/Pages/MaterialLossReviews.aspx.
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In addition, GAO recommended in 2012 that NCUA address the credit concentration risk
concerns raised by NCUA’s Inspector General.” The GAO report notes credit concentration risk
contributed to 27 of 85 credit union failures that occurred between January 1, 2008, and June 30,
2011. The report also indicates that the NCUA Board should revise the agency’s prompt
corrective action regulation so that the minimum net worth levels required under the rule,
including concentration risk, incorporate more forward-looking indicators of risk. Also, the
Basel Committee on Banking Supervision has stated that “risk concentrations are arguably the
single most important cause of major problems in banks.”®

NCUA’s proposed risk-based capital rule included a tiered risk-weight framework for high
concentrations of residential real estate loans and commercial loans. As a credit union’s
concentration in these asset classes increases, incrementally higher levels of capital would be
required. The concentration thresholds would not limit a credit union’s lending activity. Rather,
the thresholds would require the credit union to hold additional capital to account for the
elevated risk.

The inclusion of concentration risk would not put the credit union system at a competitive
disadvantage to the banking industry because very few credit unions would be subject to the
marginally higher risk weights.

12. Chairman Matz, your term expired on April 10 of this year, yet in July you approved a
collective bargaining agreement with NCUA’s employee union. And the agreement was
JSor five years rather than the standard three.

a. Why would you seek to bind the agency and your successor in this way? Would it not
have been more respectful to sign a shorter agreement and let future leaders of the
agency engage in negotiations to meet the needs of the agency at that future date?

Three-to-five-year agreements are fairly standard in collective bargaining, and the term has to be
negotiated. The longer term creates more certainty in future budgets by locking in cost controls.

At the same time, a reopener clause will provide NCUA significant flexibility to renegotiate.
The reopener clause allows NCUA management to open up to four articles for renegotiation in
July 2017. The union has the same opportunity, so up to eight articles could be open for
negotiation at that time.

Also, I’d like to emphasize that each NCUA Board member was briefed by staff before
negotiations on the entire agreement and provided multiple opportunities to offer input during
the negotiation process. Each Board member will have opportunities to provide further input on
the key articles subject to the reopener clause.

7 See Earlier Actions are Needed to Better Address Troubled Credit Unions, GAO-12-247 (2012) available at
httpi//www.gao.gov/products/GAO-12-247.

8 See Basel Committee on Banking Supervision, Infernational Convergence of Capital Measurement and Capital Standards: A
Revised Framework, Comprehensive Version 214 (June 2006) available at http://www.bis.org/publ/bebs 128 pdf.

19



129

This reopener clause provides a new administration the ability to address key articles such as
Compensation and Benefits, Hours of Work, and Travel and Expense Reimbursement. This
clause also allows a new administration significant flexibility in reshaping NCUA’s budget and
operation, because compensation, benefits and travel account for over 80 percent of the annual
operating budget.

The other budget areas such as contracted services are not impacted by the collective bargaining
agreement, so a new administration will be able to promptly establish its own vision for NCUA
with complete influence over the budget.

b. NCUA claims the agreement is “projected to reduce future cost growth by $17 million,
compared to the prior agreement.” Please provide the Committee with all records
substantiating this claim.

As outlined below, the projected $17.2 million in cost savings results from reductions in future
expense growth gained in the 2015 collective bargaining agreement as compared to the 2011

agreement,

Salaries: Projected Savings of $22.6 Million

NCUA developed a 2015~2020 salary forecast to guide our negotiating strategy. Management
modeled the actual staffing data for all 1,171 CU-grade employees as of January 2015 and
projected it forward. The 2015 actual base salary total was $102,533,426 and total pay (base pay
plus locality pay) was $129,653,040.

For the term of the collective bargaining agreement, the projected cost savings for salaries using
the above static factors is expected to be $22,576,393. Following an initial year cost of $71,482
in 2015 to raise the minimum of salary bands, NCUA anticipates savings of $1,433,494 in 2016,
$2,013,718 in 2017, $4,591,727 in 2018, $6,001,144 in 2019, and $8,607,792 in 2020.

The baseline comparison projection assumed a General Schedule annual increase of 1.3 percent
during the term of the contract. The November 7, 2014, Federal Salary Council report
containing the recommended comparability payments for January 2016 was used to calculate
annual locality pay calculations. Finally, all of the existing provisions in the 2011 collective
bargaining agreement were carried forward.

For the 2015 collective bargaining agreement projection, management modeled all the new
provisions involving base and locality pay, including fixed general increases of 1 percent for
2016 and 2017 and 1.25 percent for the remainder of term. The average annual merit increase is
3 percent. Additionally, this forecast includes the new pay cost controls including a continuance
of the base pay band caps at all grades from the 2011 collective bargaining agreement,
implementing total pay caps, and a lump sum cap for all grade levels that are all at fixed levels
during the term of the contract.

This projection also includes the modifications to the calculation of locality pay in the new
collective bargaining agreement that slows the growth in this pay component. The result of the
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following changes compounded over the five-year term of the contract creates much slower
locality pay growth, including no growth annually in numerous locality pay areas. The changes
include:

* Slowing locality growth with tighter pay bands. As noted above, the net effect saves millions
over the contract term but there was an immediate payout of $71,481 in 2015 for the
employees below the new pay band minimums.

e Adopting a rolling three-year average (previously the applicable current year) to provide
much greater budgetary predictability in the number used to determine the locality
adjustment. It cushions NCUA from the experienced sways in the “Disparity to Close” data
contained in the annual report of the President’s Pay Agent.

e Implementing a muiti-tiered category system of locality rate adjustments to rein in the degree
of annual locality rate increases.

Benefits: Projected Costs of $4.7 Million

There were three changes to the benefits package that resulted in projected total costs of $4.7
million. These changes related to the health benefits subsidy, the NCUA Savings Plan, and
reimbursement for professional licensing.

NCUA estimates that changes to the health benefits subsidy will cost the agency $1.6 million
over five years. The subsidy was increased by $10 per pay period. This equates to $260 per
year, or $10 multiplied by 26 pay periods per year, per employee. The $260 was then multiplied
by 1,250 employees, the estimated employee level during the contract term assuming some level
of vacancy in the authorized staffing fevel. The result is $325,000 per year or $1,625,000 over
five years.

NCUA estimates that changes to the NCUA Savings Plan will cost $3 million over five years. It
is assumed 93 percent of the employees will participate in the increased savings plan match of
0.5 percent of pay. The estimated salary level of participating employees is $120 million
annually. Multiplying this figure by 0.5 percent produces a cost of $600,000 per year or $3
million over five years.

Finally, NCUA estimates that the reimbursement of professional licensing will cost $75,000 over
five years. This calculation assumes 30 employees would be eligible to participate in the new
reimbursement program at an average license cost of $500 per employee for $15,000 a year or
$75,000 over five years.

Leave Carrvover: Projected Costs of $50,000

Under the new collective bargaining agreement, the carryover of annual leave increased by 40
hours, which will have a financial impact when employees leave the agency, assuming they are
at their maximum leave potential at the time. Looking back at retired employees who were at the
maximum leave level when they retired, five employees per year are estimated to receive the
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additional 40 hour leave payout at $50 an hour. This $2,000 in additional leave payout was then
multiplied by five employees for an annual cost of $10,000, or $50,000 over the five-year
contract.

Travel Expenses: Projected Costs of $145,000

Under the new collective bargaining agreement, NCUA anticipates that the changes to travel
expenses for employees will produce a net value of $145,000 in costs over the next five years.

NCUA anticipates changes in travel voucher submissions will cost the agency $75,000 over five
years. This estimate assumes 1,000 additional expense reimbursement requests because the
dollar threshold required for submitting them was lowered. Multiplying the cost of $15 per
report by 1,000 reports per year over five years yields $75,000.

Changes in the overnight lodging eligibility provisions of the contract will produce savings of
$600,000 over five years. The new commute rules reduce employee eligibility for overnight
lodging for approximately 100 staff. The calculation assumes three assignments a year that were
previously eligible at $400 per assignment, or $1,200 in annual savings per employee. This
equates to $120,000 in reduced lodging and per diem charges ($1,200 multiplied by 100
employees). Over five years, this totals $600,000. The $400 savings per assignment assumes
$150 for lodging and per diem for the travel reduced by $50 in daily employee mileage for four
nights per week.

The changes in mileage reimbursement will produce savings of $275,000 over five years. The
new commute rules reduce eligibility for mileage reimbursement when an employee lives more
than 40 miles away from his or her duty station. The projection assumes five assignments per
year for 100 employees with 40 miles of the daily roundtrip that is not eligible for the mileage
reimbursement. So, 100 employees multiplied by 40 miles per day times five days a week for
five weeks produces 100,000 in saved mileage each year. When reimbursed at a $0.55 rate per
mile, this totals $55,000 per year or $275,000 over five years.

The TSA Pre-Check provisions will cost NCUA an estimated $85,000 over five years. The cost
of TSA Pre-Check is $85 for a five-year clearance. There are 1,000 employees eligible based on
their travel status for the agency, which equates to $85,000 (1,000 x $85) during the contract
term. There is expected savings to the agency that is not factored due to less wait time at the
airport for employees. This results in less lost productivity from traveling. If each employee
saves two hours of travel and wait time over five years at $50 per hour, this program will be
profitable for the agency, but we stayed conservative in our estimate and did not factor the
increased productivity.

The supply stipend provisions will cost $75,000 over five years. Field staff are not provided
supplies so they are provided a stipend that allows them to outfit their remote and virtual offices.
The new collective bargaining agreement increased the 2015 allotment by $200. For
calculations, it is assumed 50 percent of the 750 field staff would spend the additional funds. So,
375 employees multiplied by $200 equals $75,000.
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The subscription stipend provisions in the new collective bargaining agreement will cost
$10,000. Field staff were previously authorized a stipend for professional subscriptions. The
stipend was increased by $20 per year under the new contract. It is assumed 100 employees will
use this increased stipend, for a total cost of $10,000, or $20 a year for five years multiplied by
100 employees.

The contract’s provisions to increase laundry service reimbursements while traveling will raise
costs by $25,000. Staff traveling five or more consecutive nights are now authorized up to $15
on the trip for laundry service. This is an increase of $5 per trip over the old contract. It is
assumed 1,000 faundry claims at the $5 increase over five years, or $25,000.

The new collective bargaining agreement eliminated the gain-sharing program to produce
savings of $1.5 million over five years. The gain-sharing program produced a net annual cost of
approximately $300,000 to NCUA, but it did not change travel patterns of the employees. As a
result, NCUA negotiated the elimination of the program in the new collective bargaining
agreement. Over the five-year contract, NCUA will save $300,000 annually for five years, or
$1.5 million.

The collective bargaining agreement’s provisions on lodging-nights compensation will increase
costs by $2.25 million. NCUA plugged actual lodging-nights claims for 2014 and 2015 year-to-
date into the new tiered structured to arrive at an annual expected cost increase of $450,000 a
year. Multiplied over five years, this results in an estimated cost of $2.25 million.

Principal Examiner Certification Program: Projected Costs of $100,000

The new collective bargaining agreement authorized an additional eight hours of preparation
time for the principal examiner certification program. It is assumed 50 examiners per year will
use the eight additional hours for 400 hours a year. At $50 per hour, the total cost is $20,000 a
year or $100,000 over 5 years.

Emplovee Relocation: Projected Costs of $375.000

The new collective bargaining agreement increased the market-loss differential payout for
employees relocating to Washington, D.C. The average cost is $37,500 per employee.
Assuming two employees per year will relocate to positions in NCUA’s central office and
request a market-loss reimbursement, this amounts to $75,000 per year or $375,000 over five
years.

Other Efficiencies and Savings

There will also be increased efficiencies and productivity in the new agreement that are not
included in the $17.2 million estimate. For example, the revised telework program requires staff
to work remotely during a federal government closure caused by inclement weather or other
circumstance. This is projected to increase productivity by $1.2 million over the contract term.
Similarly, the commute requirements have becn revised for remote and virtual staff, and it is
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anticipated that will improve productivity and reduce travel costs. Both matters are discussed
below.

Commute and Travel Time: Unable to Quantify Projected Savings

There were significant changes to the requirements for staff to absorb uncompensated commute
time, but there are too many variables to make a reasonable projection with any level of
confirmation. It was therefore not included in the estimated value of projected savings.

Telework: Projected Productivity Increase Valued at $1.2 Million

NCUA anticipatcs that the new collective bargaining agreement will produce $1.2 million in
savings over five years because of increased employee productivity. To increase productivity,
the new agreement requires telework-ready employees to work when the federal government
closes. Each D.C. federal government closure caused by weather or other event results in a loss
of approximately 1,600 hours of staff productivity. This assumes 200 people are working in the
headquarters office on any given day for eight hours. Assuming an average salary of $50 per
hour, the daily cost of lost productivity is $80,000, or $50 multiplied by 1,600 hours. Assuming
three federal closurcs per year, this amounts to $240,000 per year or $1.2 million ($240,000
multiplied by 5) over a five-year contract.

To provide more information about how NCUA calculated these estimates as well as background
documents, NCUA staff are available to brief your staff in person at your request.

¢. During collective bargaining negotiations, what union demands did you not grant?
What requests did you decline? Please provide a list of all proposals not granted by
NCUA.
During the negotiations, the requests not granted or materially modified include:
e Provide employees a merit increase ranging from 2 to 4 percent in year one with a 50 basis
point increase each year thereafter, so by the end of year five of the collective bargaining

agreement the merit range would be 4 to 6 percent per year.

* Adjust the pay bands each year by the level provided to General Schedule employees and add
that adjustment amount to employee base pay.

e Set locality increases with an upward range of 8 percent annually.
¢ Grant promoted employees a minimum 14 to 16 percent raise.
o Establish an NCUA-funded disability insurance program.

¢ Allow all employees who travel more than 75 nights a year the option for a fully reimbursed
weekend trip home when on a multi-week assignment without a cost justification.
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Allow automatic approval of rental cars when the employee travels at least 250 miles to the
assignment.

Eliminate the requirement to share rental cars when at an assignment with multiple
employees.

Establish taxi or car service as the standard transportation method for travel from a residence
to a transportation terminal such as an airport.

Reimburse employees in overnight travel for the first and last day based on a quarter-day
system instead of the standard 75-percent reimbursement average.

Reimburse up to $20 for laundry service when on an overnight assignment covering at least
five days.

Expand the types of eligible assignments that count towards the annual travel nights lodging
compensation program. The eligibility thresholds would change to a range of $60 to $200
per night after reaching 61 days in overnight status.

Provide ongoing lists of all bargaining unit meeting attendees to NTEU.

Provide all data to NTEU on surveys conducted.

Provide NTEU oftficials with eompensated time for travel associated with union business.

Allow NTEU officials to receive a full merit raise based on the prior year appraisal rating
even if they did not work a minimum number of productive hours.

Commit to various minimum buckets of hours for defined tasks and authorize staff to carry
unused buckets of hours to future months.

Provide employees administrative leave when working in an “affected area™ and the
government in that area has not closed in instances where field or remote employees are
unable to work due to the local conditions.

Jointly select with NTEU a new travel management tool for booking government travel.

Incorporate a gain-sharing program into the collective bargaining agreement.

Provide NTEU with an explanation anytime there is a decision to expand the applicant pool
to external candidates when NCUA considers external candidates for a vacancy.

Provide NTEU with a copy of all decisions on requests for part-time employment.
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¢ Implement a phased-retirement program within 60 days of the effective date of the new
collective bargaining agreement. The proposal included the employee having sole discretion
to participate in the program and also deciding whether to return to full-time status while in
the program.

e [Eliminate the standardized testing process for promotion to the CU-12 principal examiner
position.

e Give priority consideration to bargaining unit employees when considering the pool of
candidates for a reassignment.

s Establish a joint labor-management working group to revise the performance management
system.

e Provide NTEU with meeting space in the headquarters and regional offices for all non-duty
hours requested.

e Allow the use of NCUA"s email system to announce or conduct internal NTEU business.
e NCUA and NTEU will mutually agree on the location of the union onsite office.

13. Chairman Matz, page 26 of your annual report touts your participation on FSOC, and
says that this participation has “broadened NCUA’s perspective.”

a. How do you define systemic risk?

Section 113 of the Dodd-Frank Wall Street Reform and Consumer Protection Act provides
guidance. This section authorizes the Financial Stability Oversight Council to determine that a
nonbank financial company shall be supervised by the Board of Governors of the Federal
Reserve System and shall be subject to prudential standards, in accordance with Title [ of the
Dodd-Frank Act, if the Council determines that material financial distress at the nonbank
financial company, or the nature, scope, size, scale, concentration, interconnectedness, or mix of
the activities of the nonbank financial company, could pose a threat to the financial stability of
the United States.

The Council’s Final Rule on Authority to Require Supervision and Regulation of Certain
Nonbank Financial Companies also notes that the Council considers a “threat to the financial
stability of the United States™ to exist if there would be an impairment of financial
intermediation or of financial market functioning that would be sufficiently severe to inflict
significant damage on the broader economy.

This definition should be distinguished from the use of the same term within NCUA. The term
“systemic risk” is used within NCUA to define those credit unions assigned to the Office of
National Examinations and Supervision. These very large credit unions, while not systemically
important to our nation’s financial system, are systemically important to the National Credit
Union Share Insurance Fund and receive greater scrutiny.
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b. What is your definition of too-big-to-fail?

“Too-big-to-fail” is a term frequently used to refer to firms that are so large and or
interconnected that their failures would have systemic consequences. These firms are referred to
as “too-big-to-fail” because it is presumed that the government would take extraordinary actions
to avoid the failure of these institutions.

¢. Does too-big-to-fail still exist?

I believe that there are large, interconnected financial firms whose failures would pose critical
systemic consequences.

d. Given your experience at FSOC, in your view, would the failure of any single credit
union threaten the financial stability of the United States?

I do not believe that the failure of any single credit union would threaten the financial stability of
the United States. However, there are credit unions that are large enough that their failures
would have a consequential effect on the stability, growth, and lending capacity of the credit
union system and the National Credit Union Share Insurance Fund. At the same time, it is clear
that disruptions in the broader financial system can have an enormous impact on credit unions,
and my participation on the Financial Stability Oversight Council has expanded my access to
information about the potential for financial distress in the United States.

e. What data and analysis did you rely on to inform your decision to designate Prudential
as a systemically important institution? What specifically is it about Prudential that
makes it different in kind from other large insurance companies?

FSOC publishes a public basis for each designation. These documents summarize data and
analysis used in the designation process.’

Following the guidance that has been laid out, the focus of the Council in our designation
decisions has been on the direct and indirect exposure of financial market participants to each
company, as well as the potential impacts of a sudden need to liquidate assets, and the potential
difficulty of an orderly winding down of the institution in the event of its failure. The Council
also considers whether a nonbank financial company provides a critical function or service that is
relied on by financial market participants for which there are no ready substitutes.

f How about GE Capital? What factors let you to conclude that GE Capital is a SIFI?

As noted above, FSOC publishes a public basis for each designation. These documents
summarize data and analysis used in the designation process. '

Following the guidance that has been published, the focus of the Council in our designation
decisions has been on the direct and indirect exposure of financial market participants to each

# See http://www.treasurv.gov/initiatives/fsoc/designations/Pages/default.aspx.
10 Gee the same link as noted in footnote 9.
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company, as well as the potential impacts of a sudden need to liquidate assets, and the potential
difficuity of an orderly winding down of the institution in the event of its failure. The Council
also considers whether a nonbank financial company provides a critical function or service that is
relied on by financial market participants for which there are no ready substitutes.

g. Do you have a background in insurance? On whose expertise did you rely in advising
you on these matters?

I do not have a background in insurance, but I have a deep background in understanding the risks
in employing funds to earn a return in financial markets. Although credit unions and insurance
companies appear to be very different institutions, both create value by managing the risk of their
assets and liabilities. The channels through which distress at insurance companies would
transmit or amplify risk have mostly to do with the interconnections and exposures to other
financial institutions, rather than insurance operations.

By design of the Council, each member brings a unique perspective to the designation process,
informed by our particular areas of expertise and experience. In my case, that is a multi-decade
career in and around the financial services industry and the experience of leading an agency
through the aftermath of the financial crisis. The Council structure adopted by the Dodd-Frank
Act ensures that a broad array of views are considered in making designation decisions.

I take my responsibilities very seriously. As a voting member, I consider all the evidence
provided by the analytical team, as well as the discussions I've had with other principals, and the
information submitted by the firms and the in-person hearing at which the designated firm may
participate. During the designations process, [ was routinely briefed by NCUA staff who were
involved in the overall FSOC analysis and in developing many drafts of the FSOC analysis.

h. Did you visit any of the companies designated by FSOC prior to your vote? Did you
meet with the company’s management?

I met with representatives of Prudential and MetLife prior to the final designation vote,
following the procedures the Council had adopted.

i. Do you have an insurance expert on staff at NCUA? Who?

Like the Federal Deposit Insurance Corporation is for banks, NCUA, is the insurer of credit
union deposits, maintaining the National Credit Union Share Insurance Fund. Therefore, NCUA
does have experience and expertise in providing share insurance for credit unions.

While NCUA does not have individuals on staff with experience underwriting other types of
insurance products, the agency does have experts in asset-liability management, capital markets
activity, interest rate risk, and derivatives. The designation issues presented to the Council about
insurance companies were, for the most part, about their connections and exposures to other
financial institutions.
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Jj. How does insurance company business model differ from that of large national bank
or a credif union?

The insurance company business model differs from credit unions and banks in many
dimensions, including: purpose, chartering and regulation, capital, and liquidity requirements
and needs.

It is worth noting, however, that there are broad similarities between aspects of the insurance
company business model and the business models of credit unions and banks. Each must
manage credit risk, operational risk, and conduct liability and receivable valuations over longer
time periods based on modeling. Credit unions and banks also must manage the risk of having
longer-maturity loans and investments as assets paired with term deposits, on-demand deposits,
and other short-term liabilities. In other words, thcy engage in sophisticated assct management
techniques. Insurance companies also engage in sophisticated asset management techniques and
are facing the same broad financial markct developments faced by credit unions and banks.

k. The sole voting member with actual expertise in insurance was the sole dissenting vote
in FSOC’s decision to designate MetLife and Prudential. What is it in particular that
you found unpersuasive with his arguments against designation?

I have a deep respect for Mr. Woodall and, for that matter, all of the FSOC principals. Given the
wealth of material the Council studied—a final basis for each company that ran at between 200
and 400 pages—TI can appreciate how different people with different backgrounds could see the
same material and reach different conclusions. It is worth noting that in the Council’s review it
was not the straightforward insurance operations that triggered the designations. Rather, it was
their large size and highly interconnected deployment of financial assets, along with the potential
for a difficult and disorderly unwinding in the event of failure. My conclusions on these two
designations, after reviewing all the available evidence, were in line with the majority on the
Council: that material financial distress at these companies could pose a threat to U.S. financial
stability.

14. The FSOC also has the authority to designate activities and non-banks as systemically
important.

a. How many NCUA employees are experts on industries and financial policy matters
beyond the regulation of credit unions?

Credit unions face many of the same challenges that face banks and other financial institutions
that participate in credit markets. Credit unions use many of the same financial market anatyses
used by banks and other financial institutions that participate in credit markets. As such, many
NCUA employees—through their everyday work—have a deep understanding of the financial
policy matters that are common to financial institutions that, among other activities, take in
deposits, make loans, or otherwise manage their assets by participating in credit markets.

Further, many NCUA employees have considerable financial market experience, both from
employment in the private sector and in other government agencies such as the Federal Reserve,
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Federal Deposit Insurance Corporation, Securities and Exchange Commission, and the
Department of the Treasury. They bring this experience to bear on credit union issues primarily,
but their knowledge, experience and training enables them to understand and comment
knowledgably on a wide variety of financial policy issues beyond the regulation of credit unions.

b. Which agency is the primary regulator of asset managers?
The Securities and Exchange Commission is the primary regulator of the securities industry.
c¢. How many NCUA employees are asset manager experts?

Many NCUA employees—through their everyday work—have a deep understanding of asset
management concepts and applications. Understanding asset management is a key element in
understanding the safety and soundness of individual credit unions. For example, within the
central office, NCUA has a division of capital and credit markets staffed with seven experts in
asset management. There are many others throughout the agency with extensive knowledge of
asset management.

d. Areyou aware of the comprehensive and onerous rules and regulations required by the
securities laws and the SEC?

I am aware that the Securities and Exchange Commission is a key regulator of the securities
industry.

e. Do you believe asset managers are systemically risky? How so?

It is impossible to answer that question directly. The asset management industry is extremely
diverse. It comprises institutions and activities ranging from money market mutual funds, to
mutual funds, to hedge funds, and to private equity funds.

In many instances, asset managers act primarily as agents. They manage assets on behalf of
clients as opposed to investing on their own behalf. For these entities, losses are borne by—and
gains accrue to—clients rather than the asset management firm. At the same time, I understand
that there are other entities that both manage funds and share in the gains and losses.

Partly because the industry is so diverse, and following our outreach to and comments from the
industry, FSOC principals directed staff to focus on analyzing asset managers” products and
activities. As I noted in my answer to questions at the hearing, asset management activities
remain an area of ongoing inquiry by FSOC.

The Council has not made any determination about the potential risks to financial stability

arising from asset management products or activities. I am reserving judgment on this issue
pending additional briefings and Council deliberations.
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f Can you name specific asset managers that are of concern to you as Chairman of the
NCUA?

It is not appropriate for me to comment on specific firms. At the same time, it is worth
emphasizing that, with respect to the asset management industry, FSOC is currently focusing on
industry-wide products and activities to assess potential risks in the asset management industry,
rather than individual firms.

g Do you believe the SIFI designation should be examined at the entity level or more
focused on activities? Wiy?

Right now, the designation as a systemically important financial institution can only be applied
to entities, not to specific activities. With respect to the wide array of institutions predominantly
engaged in financial activities, it is impossible to draw a hard and fast line. Within the scope of
the asset management industry, however, following outreach and comments from the industry,
FSOC principals directed staff to focus on analyzing products and activities. So, that is our
current focus in the area of asset management. The current focus reflects our judgment that,
because many asset managers are engaged in many different activities, it is useful to try to
distinguish activities and products that may add substantial risk from those that pose little or no
risk.

h. Last year, the Committee received testimony that a SIFI designation for asset
managers would result in more than a 100,000 in costs to each investor with an
account at a mutual fund. Do you believe that is an acceptable cost for investors to
bear?

That does seem like a very high cost, but I am unfamiliar with the estimate and how it was

derived.

i. In 2014 and again on July 20, 2015, Barney Frank stated that he did not believe asset
managers should be regulated as SIFIs. Do you disagree with Mr. Frank?

I certainly respect the views of Chairman Frank. Because I share his concerns about designating
asset managers, | supported narrowing FSOC’s focus to studying products and activities across
the industry.

In addition, it is important to understand that the financial system is always evolving. FSOC
must remain alert to the changing nature of emerging activities and companies, rather than
relying on hard and fast rules that may become outdated over time.

J- Do you believe that any action taken by FSOC to designate asset managers or their

activities as systemically important would be inconsistent with the congressional intent
of Dodd-Frank?
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k. Do you believe that you are qualified to vote on a regulatory matter outside of the
NCUA’s expertise? Why?

Yes. By the design of the Council, each member of FSOC brings a unique perspective to the
designation process, informed by our particular areas of expertise and experience. In my case,
that is a multi-decade career in and around the financial services industry and the experience of
leading an agency through the aftermath of the financial crisis, which includes the successful
resolution of corporate credit unions with nearly $50 billion in distressed assets. The Council
structure that the Dodd-Frank Act adopted ensures that a broad array of views are considered in
making designation decisions. I take my responsibilities very seriously.

L What are the specific differences between asset managers and other financial firms?
There are many differences between asset managers and other financial firms.

While there are many types of asset managers, they share the common characteristic of
managing financial assets on behalf of investors. Asset management activities include allocating
assets and selecting securities, using a variety of investment strategies in registered and non-
registered funds, enhancing returns with derivatives or leverage, and creating customized
investment solutions for larger clients, primarily through so-called separate accounts. For many
asset managers, the losses and gains on the financial assets are incurred by the client of the firm
rather than the firm itself, though there are asset managers that also share in the gains and losses
of the funds they manage.

The general characteristic of asset managers is different from other financial firms whose
shareholders benefit from the gains on investments made by its managers and suffer losses when
investments decline in value. While other financial firms are required to hold capital to cushion
against a decline in the value of their assets to ensure the firm will be able to meet its liability
obligations, asset managers hold little capital because, for many types of asset managers, it is the
investor rather than the firm that bears the losses.

At the same time, asset managers and other financial firms face similar challenges. They both
need to ensure cash flows are sufficient to cover any liquidity need as it arises. Some forms of
asset managers may create funds that can be close substitutes for the money-like liabilities
created by banks; many engage in various forms of liquidity transformation, primarily, but not
exclusively, through collective investment vehicles; and they provide liquidity to clients and to
financial markets. An unexpected decline in cash flows that can originate from a multitude of
sources will negatively impact any financial firm. When the decline in cash flows are significant
enough, it can result in the firm trending toward illiquidity or insolvency. Any large,
interconnected financial firm with the need to sell into an illiquid market could be a source of
systemic risk.
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m. What are the revenue streams for assef managers and how they are different from
other financial institutions?

Asset managers generally hold financial assets on behalf of investors and receive revenue by
charging a fee for the financial services they provide. The fee structures for asset managers are
as diverse as the variety of services they provide. Generally, fees may be a set amount for a
period of time, they may be assessed on a per service basis, or they may be a percentage of assets
under management. A common fee structure for hedge funds includes a share of any gains in
asset value. Asset managers may use any or all of these fee types.

Other financial institutions, primarily depository institutions, generate revenue through accepting
deposits and paying interest on them, while lending out the deposited funds at a higher interest
rate. Depository institutions also generate revenue through a variety of fees, usually related to
the provision of a service, such as mortgage refinancing or bond issue underwriting.

n. Does a stand-alone asset manager have access to central bank liguidity?

No. However, during the financial crisis, it became necessary to provide a temporary guarantee
program to protect shareholders of money market mutual funds to help maintain financial
stability.

o. How many asset managers were among the 700 U.S. financial institutions that received
a direct investment under the TARP Capital Purchase Program?

No asset managers received assistance through the TARP Capital Purchase Program.

p. As you are aware, the SEC published for comment the OFR’s report on asset
managers. Many comments were received, including one by Commissioner Gallagher
that noted the report was “fundamentally flawed” and that the resulted of the OFR not
only “inaccurately defined and described the activities and participants in the assets
management business,” but also analyzed the purported risks posed by assets managers
in a “vacuum instead of in the context of the broader financial markets.” How can
you—as a voting member of FSOC—determine an asset manager is a SIFI based on
inaccurate information?

In examining the potential for financial instability, FSOC decided to study the activities of asset
management firms to better inform its analysis of whether—and how—to consider such firms for
enhanced prudential standards and supervision under Section 113 of the Dodd-Frank Act. The
Council asked the Office of Financial Research, in collaboration with FSOC members, to
provide data and analysis to inform this consideration.

The report produced by the Office of Financial Research responded to that request by analyzing
industry activities, describing the factors that make the industry and individual firms vulnerable
to financial shocks, and considering the channels through which the industry could transmit risks
across financial markets. The report was useful in summarizing aspects of the asset management
industry and as guide for developing a framework for further research and analysis. In
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particular, the comments received about the report were instrumental in narrowing the focus of
further work on asset managers to activities and products.

As a follow-up to the report, FSOC hosted a conference on the asset management industry and
its activities to help inform its ongoing assessment of potential risks to U.S. financial stability.
During the conference, practitioners—including CEOs, treasurers, and risk officers—as well as
academics and other stakeholders discussed a variety of specific issues that relate to the industry.
There were more than 15 major presentations, from a variety academics and industry
participants. These discussions and presentations were very useful in helping the Council to
narrow its focus on activities and products.

The Office of Financial Research report on asset managers was never intended to be a definitive
source of information for designation of any firm. The path to designation, if it were to occur at
all for an asset manager, would follow the procedures adopted by the Council in February 2015,
which would require a thorough analysis of the firm. This, again, if it were to occur, would
entail extensive documentation and analysis, as well as opportunities for the firm to meet with
FSOC staff and decision-makers.

q. What is a qualified custodian?

With certain limited exceptions, an investment adviser is required to maintain client funds and
securities with a “qualified custodian.” Qualified custodians can be banks, registered broker-
dealers, futures commission merchants, or certain foreign entities. A qualified custodian either
maintains client funds and securities in a separate account for each client under that client’s
name, or in accounts that contain only client funds and securities under the name of the
investment adviser as agent or trustee for the clients.

NCUA’s Stress-Testing Rule
a. Did Dedd-Frank require the NCUA to issue a stress-testing rule?

The Dodd-Frank Act did not require NCUA to issue a rule on stress testing. During the most
recent recession, however, several large insured credit unions failed, imposing a significant strain
on the Share Insurance Fund and corresponding insurance assessments on federaily insured
credit unions. In response, the NCUA Board approved a regulation to require stress testing for
the largest credit unions as a prudent measure to prospectively assess risk and reduce losses to
the Share Insurance Fund.

b. NCUA'’s stress testing rule requires any credit union with over 310 billion in assets to
undergo stress testing. Currently there are only five such credit unions, and they
already voluntarily engage in internal stress testing. Why can’t NCUA take the results
of their internal testing and independently verify the results? Why require such
duplication?
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Because the Share Insurance Fund is $12.1 billion, each of these credit unions is almost as large
as or larger than the entire fund. The failure of one of these institutions could significantly affect
the entire credit union system.

With that in mind, the NCUA Board voted unanimously in April 2014 to take the additional step
of requiring independent stress testing for these credit unions. This is the result of the credit
union system’s experience with corporate credit union failures during the Great Recession. At
that time, NCUA had largely relied on credit union-derived risk analysis, which was later
discovered to be lacking conservative assumptions and analytical techniques appropriate for risk
management. We have since embraced an approach of conducting independent stress tests in an
effort to uncover prospective risks and to ensure our largest institutions are better prepared to
withstand difficult economic environments.

NCUA’s results were not duplicative of credit union results, because only one credit union had
been performing stress testing at the time of the rule’s implementation. It should be noted that
this credit union has over $50 billion in assets and would be subject to Federal Reserve Board-
run stress testing if it were a bank holding company.

¢. Does NCUA lack the capacity or expertise 1o independently verify the internal stress
testing conducted by these five credit unions?

NCUA does not presently have the calculation capacity to run stress tests, nor does it have access
to industry performance data that drives projected performance resuits. Accordingly, the agency
engaged an industry expert, BlackRock Solutions, to fulfill these responsibilities. NCUA is
exploring whether it would be cost effective and efficient to assume these functions within the
agency over time while maintaining an independent assessment of credit union risks.

NCUA does have the internal expertise to design and manage the stress testing project, direct the
contractor on critical decision points concerning model assumptions and analytical approaches,
and evaluate the impact of assumptions and methods. NCUA also can perform quality assurance
on the third-party stress test results.

d. Is the cost of stress testing paid for out of the Share Insurance Fund? If so, how
much? What is the annual cost?

Yes, the cost is paid out of the Share Insurance Fund. The cost was $2.3 million in 2014 and
$1.7 million in 2015. The annual cost will continue to decline each year under the current
contract.

e. The NCUA has contracted out its stress testing work. Wheo did you hire? Why were
they necessary to hire?

Through a competitive bid process, NCUA contracted with an industry expert, BlackRock
Solutions, to conduct stress tests on each of the five credit unions with assets over $10 billion.
Although NCUA staff have experience conducting stress tests and are capable of supervising the
stress testing process, NCUA is not equipped with the computational and data resources required

35



145

to complete robust stress tests. BlackRock was contracted to work with NCUA on development
of robust models with appropriate predictive capabilities, acquisition and cleansing of credit
performance segmented by retail loan products, and acquisition of necessary quantitative tools.
NCUA tapped BlackRock’s experience in similar stress test exercises to consider alternative
methods and to inform sound model techniques based on likely changes in institutions’
strategies.

NCUA explored the costs associated with conducting stress tests using its own resources,
through adding staff and procuring industry data and analytical software. This approach would
be cost prohibitive.

f Why does the NCUA lack the in-house expertise to conduct stress testing?

Acquiring in-house expertise to conduct stress testing would have required substantial increases
in the NCUA staff and budget. In April 2014, the NCUA Board determined that the benefits of
stress testing the five largest credit unions would be outweighed by the costs of doing so in-
house. The Board instead directed staff to begin the stress testing program through a competitive
bidding process. The contractual arrangement has proven to be more cost effective than an in-
house program would have been in the initial phase.

NCUA is utilizing external expertise and computation resources in the first three years of stress
testing both to expedite the implementation of NCUA’s stress testing rule and to assimilate
external experience of stress test applications. As noted earlier, NCUA is exploring whether it
would be cost effective and efficient to assume these functions within the agency in the future.

In the meantime, NCUA has the internal expertise to manage the project, direct the contractor on
critical decision points, and perform quality assurance on the stress test resuits.

g. Please share copies of these contracts and related task orders with the Committee.

NCUA will provide these materials in the near future. NCUA staff is also available to discuss
these contracts if you have additional questions.

15. Chairman Matz, your November 2014 budget statement indicated that the NCUA uses
zero-based budgeting and that it means “every position and every expense must be
individually justified.”

a. Please provide the NCUA analyses that show how it uses zero-based budgeting.

The Chief Financial Officer describes the process used to develop NCUA’s budget in the annual
Board action memorandum on the budget, which is available in the budget resource center on the
NCUA website.!’ The Board action memorandum outlining NCUA’s 2015 budget is attached.
In summary, it states that alt 21 regional and central offices develop budget requests identifying
resources required to support NCUA’s mission and strategic goals and objectives. These budgets
are developed using zero-based budgeting techniques to ensure each office’s requirements are

' See httpe//www.ncua.gov/about/Pages/budget. aspx.
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individually justified and consistent with the agency’s overall multi-year strategic plan and
annual performance plan, which are posted on the NCUA website.'?

Offices do not simply start with last year’s approved budget and request increases based on
previously approved dollar amounts. Instead, offices are required to justify every dollar anew.

One of the primary inputs in the budget development process is a comprehensive workload
analysis that captures the amount of time necessary to conduct examinations and supervision of
federally insured credit unions to carry out NCUA’s dual mission as insurer and regulator. This
process starts with a field-level review of every credit union to determine the number of
workload hours needed for the budget year. The workload estimates are refined by each level of
management in the field program until the final budget proposal is completed and forwarded to
the central office for review and analysis. The final workload analysis establishes the foundation
for NCUA’s five regional office budget requests and for the Office of National Examinations and
Supervision. Together, these offices represent 72 percent of NCUA personnel.

In addition to the field workload analysis, which is used to develop personnel and travel costs, all
field offices develop cost estimates for fixed and recurring items such as rent or leased property,
operations and maintenance, facilities repairs, supplies, telecommunications, and other
administrative and contracted services costs. Central offices undertake similar budgeting tasks.

All office budget submissions within NCUA undergo thorough reviews by the responsible
regional and eentral office directors, the Chief Financial Officer, and executive leadership.
NCUA’s Information Technology Prioritization Council meets with regional and central offices
to review and prioritize software and hardware initiatives and align these information technology
investments with NCUA’s mission. These multi-level reviews result in a mutually agreed-upon
budget to support NCUA’s top priorities: implementing a robust supervision framework,
promoting awareness of critical risks and related threats, developing financial literacy and
consumer protection programs, providing guidance to credit unions, and strengthening security
programs.

A two-page fact sheet describing NCUA’s budget process and its zero-based, bottom-up
approach is posted to our website in the budget resource center and is included for your review.

b. Please provide individualized justifications prepared by NCUA prior to adoption of
NCUA'’s most recent budget evaluating salary levels for the following positions:

i.  Executive Director

it.  Deputy Executive Director

iti.  General Counsel

iv.  Chief Economist

v.  Chief Financial Officer

vi.  Chief Information Officer
vii. — Director of the Office of Consumer Protection

viii.  Director of the Office of National Examinations and Supervision

12 See hitpi//www.ncua.gov/Legal/RptsPlans/Pages/SP-APB.aspx.
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Director of the Office of Examination and Insurance
Director of the Office of Human Resources
Director of the Office of Minority and Women Inclusion
xii.  Director of the Office of Public and Congressional Affairs
xiii.  Director of the Office of Small Credit Union Initiatives
xiv.  Director of the Office of Continuity and Security Management
xv.  President of the Asset Management and Assistance Center

BrF

As required by law, NCUA must maintain pay comparability with the other Financial Institutions
Reform, Recovery, and Enforcement Act agencies, commonly referred to as FIRREA agencies.'?
The most recent analysis of comparability showed NCUA is comparable, but in many cases
below, the other FIRREA agencies’ compensation levels.

NCUA has a long-standing pay-for-performance system and policy where the pay levels of
individuals are adjusted based on the evaluation of their performance each year. This is
consistent with the process followed in setting the 2015 pay of all Senior Staff Positions (SSPs),
including those listed above. Thus, any annual salary increases for these positions are justified
by performance appraisals, which are confidential.

The structure of the SSP grades was overhauled in December 2009, when the highest grade level
of SSP-4 was eliminated. The positions and structure were evaluated again in December 2013.
Of the positions listed above, both evaluations set the positions of Executive Director, Deputy
Executive Director, General Counsel, Direetor of the Office of Examination and Insurance, and
Director of the Office of National Examinations and Supervision at the grade level of SSP-3. All
other positions on the list are at the SSP-2 level.

The current salary caps at the SSP-1 and SSP-2 levels were adjusted in December 2013, while
the total pay for the SSP-3 level (the maximum salary for any NCUA employee) remains
unchanged since 2008.

16. According to NCUA figures in the Share Insurance Fund annual report, roughly $130
million in operational expenses are taken out of the Share Insurance Fund annually.
These are funds earmarked to cover losses when credit unions fail, and are paid in by
assessments of the credit union industry.

Please provide the Committee with an itemized breakout of how much has been taken out
of the NCUSIF over the past five years, with line items for individual expenses.

Pursuant to section 203 of the Federal Credit Union Act, NCUA only charges the Share
Insurance Fund for charges attributed to NCUA’s insurance-related operations. Thus, Share
Insurance Fund expenses are primarily operating expenses for insurance-related activities—that
is, examination procedures that address safety and soundness issues—supported by salaries,
benefits, travel, contracted services, and administrative expenses.

13 See 12 U.S.C. 1766()(2)
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Based on quantitative data that demonstrated the percentage of examiners’ time dedicated to
insurance-related activities, the NCUA Board in November 2014 approved the current overhead
transfer rate of 71.8 percent for the 2015 budget cycle. This overhead transfer accounts for
approximately 98 percent of the Share Insurance Fund’s expenses. An overview analysis of the
overhead transfer rate for the last five years follows:

Budget (8 thousands) 2011 2012 2013 2014 2015
Operating Fund Budget $225,404 | $236,855 | $251,387 | $268,290 | $279,478
Overhead Transfer Rate 58.9% 59.3% 59.1% 69.2% 71.8%

To provide greater transparency related to the setting of the overhead transfer rate, as part of
my testimony during the hearing, I stated my intent to call for an NCUA Board vote to publish
the overhead transfer rate for comment every three years in conjunction with the consideration
of the agency’s strategic plan. In August, I subsequently announced that we would also invite
comment on the federal credit union operating fee. Accordingly, the NCUA Board will vote
in January 2016 to publish both the overhead transfer rate and the operating fee
methodologies in the Federal Register.

The Share Insurance Fund may also fund certain costs directly. These funding items have been
requested and approved in several Board action memorandums or pursuant to NCUA Board-
approved delegations. Most recently, the Share Insurance Fund has funded the following special
initiative projects in 2014 and 2015:

o Stress testing of credit unions with over $10 billion in assets by the Office of National
Examinations and Supervision—Actual cost of $4 million through June 30, 2015;

¢ Federal credit union derivatives authority—Total estimated cost of $1.5 million through
2015;

¢ Credit Union Service Organization Registry—Total estimated cost of $1.4 million through
2015; and

« Contracted audit support services to support Share Insurance Fund financial statements—
Total estimated cost of $520,000 in 2015.

The NCUA website has a dedicated page for Share Insurance Fund reports and statements. '*
The monthly financial highlight reports and the quarterly presentations at the open NCUA
Board meetings are all archived and available. NCUA also maintains a monthly accounting o1
the Operating Fund on its website, and the most recent report for the Operating Fund is
attached for your review.!

The table below outlines the expenditures of the Share Insurance Fund over the past five
years. At your request, NCUA staff are available to answer additional questions about these
expenditures and provide more information.

1 See hitp://www.ncua.zov/DataApps/Pages/SI-Reports.aspx.
'3 See http://www.neua.gov/Legal/RptsPlans/Pages/OPFund.aspx.
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Share Insurance Fund  Notes 2011 2012 2013 2014 2015
{3 thousands)
Operating Fund Budget @ | $225404 | $236.855 | $251.387 1 $268.290| $279478
Overhead Transfer Rate (@ 58.9% 59.3% 59.1% 69.2% 71.8%
(OTR)
Costs Incurred Pursuant ® | $129,986 | $137,528 | $146,009 | $175,592 | $200,000
to OTR
Stress Testing Large & - - - $2,300 $1,700
Credit Unions
Federal Credit Union & - - - - $1.500
Derivatives Authority
Credit Union Service © - - - - -
Organization Registry
Contracted Audit ®) $855 $2,071 $794 $535 $520
Support Services
State Supervisory @ $977 $1,372 $1,232 $1,136 $779
Authorities (SSA)
Training-Related Travel
SSA Computers (@) $242 $109 $140 $138 $109
SSA National Institute @) $74 $74 $76 $79 $61
for State Credit Union
Examination
Bank Fees and Other $224 $83 $61 $38 $41
Misc. Items
Total $132.358 | $141,237 1 $148312| $179,818| $204,710
(a) Represents budgeted amounts.
{b) Amounts for 2015 are estimates; prior years are actual amounts. Costs charged pursuant to OTR reflect OTR rate
applied to actual Operating Fund cxpenditures.
(©) Credit Union Scrvice Organization Registry cost is a capital expenditure and does not flow through Operating
Expenses. Actual 2014 and budgeted 2015 costs are $128,000 and $1,272,000, respectively.
(dy State Supervisory Authorities-rclated costs. Annual actual expenses with 2015 through September 2015,

17. NCUA’s budget report says contracted services are now $26.2 million, up 9 percent ($2.1

million) over last year.

a. Why is it that each division within NCUA has its own contracting officer? Why not
manage contracting through a central procurement office?

Actually, NCUA does have a central procurement office. The Division of Procurement and
Facilities Management within NCUA’s Office of the Chief Financial Officer centrally manages

the contracting function. The division has four warranted contracting officers who procure

services and supplies on behalf of the central and regional offices. Moreover, the authority to
serve as the NCUA contracting officer is delegated by the NCUA Board to the Director of the

40




150

Division of Procurement and Facilities Management. No other divisions within NCUA have
contracting officers.

The NCUA Board delegated limited purchasing authority to NCUA regional directors and the
president of the Asset Management and Assistance Center (AMAC) for normal operation of their
respective offices. Generally, this purchasing authority is limited to $20,000 and is similar to
that found in other agencies for non-warranted ordering officials. Actions that exceed the
purchasing authority of the regional directors and the AMAC president require approval by a
contracting officer within the Division of Procurement and Facilities Management.

In addition to the procurement authorities described above, AMAC, when acting as liquidating
agent, is functioning in a recognized distinct legal capacity, effectively as successor in interest to
a failed credit union. Actions that AMAC takes in this capacity are not actions taken by NCUA
in its normal capacity as a governmental agency. Because the liquidating agents are separate
distinct legal entities, NCUA as a governmental agency is not a party to these agreements.
NCUA as an executive branch agency is not involved in AMAC contracts in any way, and
individuals and contractors retained by AMAC are paid using funds from the liquidation estates.

b. How many individual contractors work for the NCUA right now? How many firms?
What are their individual billing rates?

NCUA has 36 individual contractors and 30 firms with 151 contractor personnel working onsite
at NCUA’s central and regional offices. Of these 187 individuals, 41 perform work for AMAC,
which retains individuals from contractor personnel through AMAC’s authority acting as
liquidating agent.'® The agency will provide by separate cover a listing of the individuals, firms,
contractor personnel, and their associated billing rates. Information is subject to change as
contracts are awarded, modified, or performance completed.

c. Please provide this Committee with unredacted copies of all contracts NCUA executed
with vendors since 2013 that have a value of 350,000 or more.

NCUA has identified 333 contracts executed with vendors since 2013 that have a value of
$50,000 or more. This information will be provided to the Committee in a separate package.

d. Please provide copies of all task orders related to eacl of these contracts.
This information will be provided in a separate package to the Committee.

NCUA utilizes the Delphi-Oracle Federal Financial System through NCUA’s Federal Shared
Service Provider (the Department of Transportation Enterprise Services Center) to produce
contracts in the form of purchase orders. This system has some limitations when trying to
respond to your request. Using Delphi limits NCUA’s ability to create unique contract numbers
for task and delivery order contracts. Therefore, on its face an NCUA blanket purchase
agreement is indistinguishable from a task or delivery order, by contract number.

16 See 12 C.F.R. 709.4(c).
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e. Please provide a line-item description of the purpose of each contracted service
comprising the 326.2 million figure cited in your budget report.

We will incorporate this information within the package prepared in response to the previous
question. This document will include a description column indicating the purpose for each
procurement contract.

Additionally, the attached 11-page report on 2015 contracted services describes in extensive
detail the contracted services budget and provides a programmatic breakout by each office. The
primary driver for increased costs in 2015 was information technology system upgrade costs for
NCUA’s information security program—a key priority to protect the sensitive data of the
agency, credit unions, and credit union members. The agency is required to comply with the
Federal Information System Management Act to enhance its cybersecurity.

18. Chairman Matz, in a speech on June 25, 2015, you said that “Because we streamlined the
low-income designation process, the number of low-income credit unions has more than
doubled. In fact, you may be surprised to learn that low-income credit unions now
represent 47 percent of all federal credit unions. Low-income credit unions are exempt
from the member business lending cap and restrictions on non-member deposits—that is
real regulatory relief.”

a. Your annual report says that in 2009, 14 percent of credit unions had the low-income
designation; now, 47 percent have it. On what grounds do you justify a rulemaking
exemption that now exempts 1/2 of all credit unions?

It should be noted that the Federal Credit Union Act authorizes the designation of low-income
credit unions. Just to clarify, while 47 percent of all federal credit unions now have a low-
income designation, only 37 percent of all credit unions now have a low-income designation.

In analyzing the trends concerning the number of low-income credit unions, it is important to
note the criteria for obtaining a low-income designation have not changed since 2009. What
changed is an upgrade to our technological infrastructure that makes it more efficient to
determine if a credit union qualifies for the low-income designation.

In the past, a credit union could apply for a low-income designation by providing member
address data. NCUA, in turn, would use software to geocode the data and then determine if a
majority of the members live in areas meeting the low-income requirements.

In 2012, an upgrade to our technological infrastructure was completed that allowed NCUA to
determine, following the completion of each federal credit union examination, whether a given
credit union met the requirements for a low-income designation. When examiners upload their
reports, NCUA’s system receives the member data in a secure and encrypted format. Upon
receiving the data, the system follows an algorithm to determine the percentage of members
qualifying for low-income designation.
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Where credit unions once needed to apply to obtain the low-income designation, the current
practice is for NCUA to notify federal credit unions of their eligibility and permit them to “opt
in” to accept the low-income designation, if it is consistent with their strategic objectives. This
streamlined process has helped credit unions gain regulatory relief in a simple and
uncomplicated manner.

b. Please explain how NCUA'’s actions are not subverting clear Congressional intent and
the Federal Credit Union Act.

NCUA’s actions support the low-income credit union provisions in the Federal Credit Union
Act. The agency’s efforts to promote low-income designations help qualifying credit unions
facilitate delivery of programs designed to serve low-income members, which is consistent with
the intent of the low-income designation programs originated in the late 1970s.

The Federal Credit Union Act authorizes low-income credit unions to accept nonmember
deposits from any source and the opportunity to apply for technical assistance grants and low-
interest loans from the Community Development Revolving Loan Fund. Since the 1998
enactment of the Credit Union Membership Access Act, the Federal Credit Union Act also
exempts qualified credit unions from the member business loan limitation.

19. Chairman Matz, the Credit Share Insurance Fund Parity Act was enacted last Congress to
extend insurance protection to lawyer’s trust accounts and “other similar escrow
accounts.” Page 23 of your annual report says that “NCUA will work in 2015 to provide
greater clarity and regulatory certainty around broad categories of other escrow accounts
that would receive pass-through share insurance coverage.”

a. How do you define “escrow account”?

For purposes of our proposed rule, escrow account includes pass-through insurance coverage for
lawyers’ trust accounts, realtor escrow accounts, and prepaid funeral accounts. However, the
NCUA Board invited the public to comment on other similar escrow accounts that might qualify
for pass-through insurance coverage.

b. What other broad categories of accounts are NCUA considering as “other similar
escrow accounts”?

As I indicated during the open NCUA Board meeting on April 30, 2015, I would support
extending pass-through insurance coverage to other similar escrow accounts where licensed
professionals serve in a fiduciary capacity and hold funds to benefit their clients. T also
specifically asked our Office of General Counsel why the legal research and analysis suggests
that prepaid card programs, such as payroll cards, do not legally qualify for pass-through
coverage.

NCUA is evaluating the legal issues, as well as all of the comments from the proposed rule,
before making a final determination about what constitutes other similar escrow accounts.
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¢. What key features of an escrow account distinguish it from other products such as
prepaid debit cards?

The nature of the relationship between a client and an attorney in a lawyers’ trust account can be
very different from a prepaid card. Other escrow accounts such as realtor escrow accounts and
prepaid funeral accounts likewise serve different purposes and usually have different structures
from prepaid card programs.

At the time the NCUA Board proposed the escrow account insurance rule in April 2015, the
Office of General Counsel researched the issue and determined that prepaid cards would not
legally qualify for pass-through coverage. At the time, NCUA lawyers advised that prepaid
cards should not be considered escrow accounts similar to lawyers” trust accounts for share
insurance purposes because the characteristics that define a lawyer’s relationship with, and the
fiduciary duties owed to, the lawyer’s clients are typically not present in the prepaid cards.
Additionally, there are various categories of prepaid cards with different structures and different
characteristics, so it’s challenging to consider prepaid cards as though they all fall into a single
category.

NCUA’s rules already insure certain categories of prepaid cards that meet certain qualifications.
So, for example, when a prepaid card is deposited into an insured credit union, if the funds are
considered insured shares, and if the card can be correlated to a specific individual and a specific
dollar amount, and if that individual is a member of the credit union, then NCUA will certainly
provide insurance coverage.

It is also interesting to note that FDIC has viewed the characteristics of many prepaid cards as
brokered deposits. NCUA’s Office of General Counsel reasoned that the nature of a relationship
between a deposit broker and the person who owns the funds is different than the relationship
between a lawyer and a client.

However, as part of the proposed rule, the NCUA Board asked specifically for commenters to
suggest categories of prepaid cards that may be sufficiently similar to lawyers’ trust accounts and
therefore should be covered. The preamble of the proposed rule includes key excerpts from
Federal Financial Institutions Examination Council documents that provide further explanations
of prepaid cards to help commenters focus on this issue.

Staff are now evaluating comments before the NCUA Board makes a final determination on the
issue of providing share insurance coverage for prepaid cards. Under certain circumstances,
some prepaid card programs may be entitled to pass-through share insurance coverage. I am
committed to keeping an open mind on this issue and considering adding such coverage to
appropriate accounts in the final rule.

d. When will NCUA’s rule be proposed?

NCUA published the proposed rule in the Federal Register on May 12, 2015. The comment
period closed on July 13, 2015.
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Attachments

¢ Legal Opinion from Paul Hastings, LLP (December 30, 2014)

e Fact Sheet: National Credit Union Administration Budget Process

e Board Action Memorandum on 2015 Budget (November 20, 2014)

¢ Operating Fund Preliminary and Unaudited Financial Highlights (August 31, 2015)
¢ NCUA Contracting Report
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PAUL
HASTINGS

December 30, 2014

Board of Directors

National Credit Union Administration
1775 Duke Street

Alexandria, VA 22314

Dear Board Members:

We have acted as counsel to the Board of the National Credit Unlo Administration (hereinafter, “NCUA
Board"), in connection-with delivering this opinion letter regarding the legal authority of the National Credit
Union Administration (hereinafter, the "NCUA"} to implement the proposed rule (79 Fed. Reg. 11184
{Feb. 27, 2014), hereinafter, *Proposed Rule") which would amend Part 702 of the NCUA’s regulations
regarding prompt corrective actlon (hereinafter, "PCA"} to, among other things, establish a two-tler risk~
based net worth.(hereinafter, “RBNW")' requirsment for complex® credit unions, a copy of which is
provided as Exhibit A ,

You have requested our opinion as to the legal authority of the NCUA to establish a separate RENW
requirement for each of “adequately capitalized” and *well capitalized™ credit unions that are deemed
“complex.”.

In connection with this opinion letter, we have examined the Proposed Rule. In addition, we have
reviewed the NCUA's statutory authority to implement the Proposed Rule as provided in Section 216 of
the Federal Credit Union Act (hereinafter, "FCUA") as added by Section 301 of the Credit Union
Membership Access Act (hereinafter, “CUMAA"}, as welf as the legistative history of the CUMAA, the
NCUA’s prior impiementations and Interpretations of Section 216, and other background information
provided to us by the NCUA.

This opinion letter is based upon our analysis of the foregoing, pursuant to welf established precedent
under Chevron, U.S.A., inc. v. NRDC, Inc., 467 U.S, 837 (1984), which establishes the standard of review
for a court reviewing a challenge to a governmental agency’s canstruction of a statute, including in
connection with an implementing regulation. Under the so-called Chevron standard, in reviewing a
federal agency's authority to take certain actions to implement a statute or in cannection. with a challenge
to an agency's efforts to implement a statute, a court must apply a two-prong test, First, the court must
determine whether Congress has “directly spoken to the precise question at issue.” /d. at 842, If
Congress’s intent is clear in addressing the question at issue, the court must *give effect to the
unambiguously expressed intent of Congress.” /d. at 842-843. If, however, there is amblguity regarding
congressional intent based on the precise meaning of the statutory language, then the court must

* We understand that the NCUA has proposed {o revise the term “risk-based net worth” to "risk-based capifal” fo
“better describe the equity and assets the requirement would measure” and hacause “risk-based capital” is the term
“more commenly used In the financlel services industry. See 79 Fed, Reg. at 11185, 11191, However, this opinlon
letter usas the term "risk-based net worth” and the abbreviation "RBNW* consistent with the NCUA's cutren rule and
the applicable statutes so as to avold confusion. ‘

2 Section 216(d) of the Federal Credit Union Act requires the NCUA to develop a RBNW requirement for "complex”
credit unlons, “as defined by the Board based on the portfolios of assets and Habilifles of credit unions." Thus, the
"risk-based net worth requirement” at issue can only apply to “complex” credit unions. The NGUA currently defines
“complex” credit unions as a credit union that meets bath of the following requirements: (1) Minimum assets size. lis
quarter-end total assets exceed fifty million dollars ($50,000,000); and {2) Minimum RBNW calculation, ls risk-based
net worth requirement as cajeulated under the standard calculation [12 C.F,R. § 702,106} exceeds six percent {6%).
See 12 CF.R. § 702,103,

2 ‘Adéquately capitalized” and "well capitalized” are defined terms pursuant to Section 216(c) of the FCUA, as defined
infra page 2-3.

Paul Hastings LLP | 686 Town Genter Drive | Severtteenth Fioar | Gosta Moaa, 0A 82828
' + 41.714.868.8200 | www.pauhastings,com
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dstermine whether the agency's position is based on a permissible construction of the statute. See id. at
843. Inthis regard, an agency’s interpretation will generally be deemed permissibie and "given controliing
weight unless [it is] arbitrary, capricious, or manifestly contrary to the statute.” /d. at 844,

With respect fo this opinion letter, we note that the question ralsed herein ordinarily would be determined
only through a iitigated proceeding, and that the outcome of any proceeding before a United States court
having jurisdiction over the NCUA, including, but not limited to, any federal district court or appeliate
court, cannot be predicted with certainty and depends upon the legal arguments, facts and circumstances
as they would be presented, admitted and developed in such proceeding.*

1. " RELEVANT FACTS, ASSUMPTIONS AND LIMITATIONS
a. General Assumptions

As to matters of fact, we have examined and relied exclusively, without independent investigation, upon
the statements, and representatlons of the NCUA Board, its officials and representatives. We have
assumed that the Proposed Rule's two-tier RBNW requirement is in substantially the form attached hereto
as Exhibit A, that its issuance complied with the NCUA’s rulemnaking and public comment procedure
requirements and that the NCUA will timely perform and satisfy in all respects all of lts obligations with
respect to implementing a new federal regulation. This opinion letter is based on the assumption that the
facts set forth herein and which we have assumed, without investigation, to be true and correct, are, and
except as set forth herein, will continue to be, accurate.

We express no opinion as to the law of any jurisdiction other than that of the federal courts, Furthermore,
this opinion letter is being fumished to you solely for your benefit in connection with the Implementation of
the Proposed Rule and Is not to be used, circulated, quoted, relied upon or otherwise referred to for any
other purpose or by any other person without our prior express written consent, except as otherwise
provided herein.

b. Summary of the Proposed Two-Tier RBNW Requirement

Currently, “well capitalized” and "adequately capltalized” credit unions that aré deemed “complex” are
required to meet a RBNW requirement.® Under the current PCA system implemented by the NCUA, a
credit union’s RBNW requirement is caiculated based on each credit union’s aggregate risk-weighted
amounts of certain types of assets. See 12 C.F.R. § 702.106. Thus, an individual credit unlon’s RBNW
requirement is unigue to the institution and remains constant for the institution regardiess of whether the
institution seeks to qualify as an "adequately capitalized” or "well capitalized” credit union. See 12 C.F.R.
Part 702.

Under the Proposed Rule, the NCUA proposes a separate RBNW requirement for each of the "well
capitalized” and "adequately capitalized” categorles. As explained by the NCUA, *Section 216(c) of the
FCUA requires that a credit union that meets the definition of “complex,”® and whose net worth ratio
Initially places it in either of the “adequately capitalized” or “well capitalized” net worth categories, also
must satisfy a separate RBNW requirement. Under this separate RBNW requirement, the camplex credit
unjon must meet or exceed the minimum RBNW ratio corresponding to its net worth category

412080, § 1769(a)(2} grants U.S. district courts original jurisdlction over suits brought against the NCUA.
© 36612 U.5.0.5 1790d{c) & (d); 12 C.F.R. § 702,102,
¥ See supra n, 2.
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("adequately capltalized” or “well caplalized") In order to remain classified In that category.” Proposed
Rule, 79 Fed. Reg. at 11188,

With respect to the "well capifalized” and “adequately capitalized” cétagories, Section 216(c) provides;

(A) WELL CAPITALIZED - An insured credit unioh Is “well capitalized” If — (i) it has a net worth
ratio of not less than 7 percent; and {if) it meets any applicable risk-based net worth requirement
under subsection (d),

(BY ADEQUATELY CAPITALIZED — An insured credit union is “adequately capitalized® i - (i) it
has a net worth ratlo of not less than 6 percent; and (i) it meets any applicable risk-based net
worth requirement under subsection (d}.

Section 216(d) sets forth the RBNW requirement for complex credit unions as foliows;

(1) IN GENERAL -- The regulations required under subsection (b)(1) shall include a risk-based
net worth requirement for insured cradit unions that are complex as defined by the Board based
on the portfolios of assets and fiabllities of credit unions.

(2) STANDARD — The Board shall design the risk-based net worth requirement to take account of
any material risks against which the net worth ratio required for an insured credit union to be
adequately capitalized may not provide adequate protection.

Notably, Section 216(b) of the FCUA requires the NCUA Board to “by regulation, prescribe a system of
prompt corrective actlon for insured credit unions that is — (i) consistent with this section [216 — Prompt
Corrective Action}; and (ii) comparable to” section 38 of the Federal Deposit insurance Act. In this regard,
the legislative history provides that “comparable” means “parallel in substance (though not necessarily
identical in detall) and equivalent in rigor.” See S. Rep. No. 193, 105th Cong. 2d Sess. 13, p. 12.

Finally, as noted by NCUA in its July 2000 implementation of 12 C.F.R. Part 702 with respect to the
purpose and rationale for the RBNW requirement specific to complex credit unions:

CUMAA requires NCUA to develop a definition of a "complex® credit union based on the
risk level of a credit union's portfolio of assets and liabifities, [12 U.5.C.] § 1790d(d)(1),
and to formulate a [RBNW] requirement td apply to credit unions meeting that definltion.
The RBNW requirement must “take account of any material risks against which the net
worth ratio required for an insured credit union to be adequately capitalized [6 percent]
may not provide adequate protection.” [12 U.5.C.} § 1790d(d)(2). NCUA was encouraged
to, “for example, consider whether the 6 percent requirement provides adequate
protection against interest-rate risk and other market risks, credit risk, and the risks posed
by contingent liabllities, as well as other relevant risks. The design of the [RBNW]
requirement should reflect a reasoned judgment about the actual risks involved.” S. Rep.
No. 183, 105th Cong., 2d Sess. 13 (1998} (S. Rep.).

These specifications reflect the Department of the Treasury's recommendation to
Congress to require NCUA to develop a supplemental RBNW requirement for larger,
more complex credit unions * * * to take account of risks * * * that may exist only for a
small subset of credit unions.” U.S, Dept. of Treasury, Credit Unions (1997) at 71.

65 Fed. Reg. 44950, 44957 (July 20, 2000).
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2, APPLICABLE LAW - Chevron Standard

Courts generally revlew challenges to a federal agency’s construction of a statute that the agency
administers under the two-pronged Chevron standard.” As the U.S, Supreme Court noted in Chevron,
“{wlhen a court reviews an agency’s construction of the statute which it administers, it is confronted with
two guestions, First, always, is the questlon whether Gongress has directly spoken to the precise
question atissue.” Chevron, 467 U.S. at 842, According to the Court, under this threshold question, "[ijf
the intent of Congress is clear, that s the end of the matter; for the court, as well as the agency, must
glve effect to the unambiguously expressed intent of Congress.” /d. at 842-842 {emphasis added). If,
however, “Congress has not directly addressed the precise question at issue, . . . the question. . . Is
whether the agency’s answer is based on a permissible construction of the statute.” /d, at 843, In this
regard, as noted In Chevion, when a statute is ambiguous with respect to a specific issus, courts ‘must
defer to & federal agency’s construction of a statute, provided the federal agency’s construction is-
permissible and not “arbitrary, capricious, or manifestly contrary to the statute.” See id. at 842-843.

Question one of Chevron acknowledges the inherent challenge in assigning and determining
congressional intent in connection with a statute, particularly in applying the speclfic laws an agency
oversees and administers. In addressing this issue, the Court noted; “{tihe power of an administrative
agency to administer a congressionally created . . . program necessarlly requires the formation of policy
and the making of rules to fill any gap left, implicitly or expiicitly, by Congress.” ld. The Court further
noted it “long recognized that conslderable weight shouid be accorded to an executive department's
canstruction of a statutory scheme It Is entrusted to administer, and the principle of deference to
administrative interpretations has been consistently followed by [the] Court whenever [a] decislon as to
the meaning or reach of a statute has involved reconciling conflicting policies, and a full understanding of
the force of the statutory policy in the glven situation has depended upon more than ordinary knowledge
respecting the matters subjected to agency regulations.” Id., referencing National Broadeasting Co, v,
United States, 319 U.S, 180; Labor Board v. Hearst Publications, Inc., 322 U.S. 111; Republic Aviation
Corp. v. Labor Board, 324 U.S. 793; Securitles & Exchange Comm'n v. Chenery Comp., 332 U.S. 194;
Labor Board v. Seven-Up Boltiing Co., 344 U.S. 344, In the Court's view, if an agency’s determination
‘represents a reasonable accommeodation of confiicting policies that were committed to the agency's care
by the statute, [a court] should not disturb it unless it appears from the statite or its legislative history that
the accommodation is not one that Congress would have sanctioned.” /d. at 844, citing Unlted Statgs v.
Shimer, 367 U.S, 374, 383 (1961).

Thus, upon reaching question two of Chevron, a court must determine whether the NCUA's construction
of Section 218 is a permissible construction. See /d. at 843, Chevron provides that where Congress has
explicitly or implicitly delegated authority to an agency to make rules, the agency’s regulations will be
permissible and given “controlling weight unless they are arbitrary, capricious, or manifestly contrary to
the statute.” /d. at 844. Courts generally treat the “arbitrary” and "capriclous” analysis as a single test
when reviewing agency interpretations. See, 8.g., Nat! Ass'n of Home Bullders v. Defenders of Wildlife,

7 See City of Arlington v. FCC, 133 8. Gt. 1863, 1871 (U.S. 2013); American Bankers Ass’n v, NCUA, 23
F. Supp. 2d 35, 2000 U.S. Dist. LEXIS 5209 (D.D.C. 2000) (finding that the NCUA’s implementation of
fules regarding the formation of multiple common-bond credit unions was a permissible interpretation of
the CUMAA under the Chevron standard). See, e.g., United States v. Eurodif S. A., 555 U.S, 305 (2009)
(applying the Chevron test to the Commerce Department's interpretation of its authority to seek ’
antidumping duties and holding that the agency’s interpretation was valid); Nat! Cable & Tejecomms.
Ass'n v. Brand X Intemet Servs,, 545 U.S. 967, 974 (2005) (reviewing an FCC ruling under thé
Telecommunications Act of 1996 pursuant to a Chevron analysis); United States v. Riverside Bayview
Homes, Inc., 474 U.S. 121 (1985) (applying Chevron to the Amny Corps of Engineers’ construction of its
authority under the Clean Water Act).
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551 U.S. 644 (2007); Motor Vehicle Mrs. Ass'n of U.S,, Inc. v. State Farm Mut. Aufo. Ins. Co., 463 U.S.
29 (1983); Citizens to Pres. Overton Park, inc., v, Volps, 401 U.S, 402 (1971). A court applying the
arbitrary and capriclous test must determine "whether there has been a clear error of Jjudgment” by the
agency. See Cliizens to Pres, Overfon Park, 401-U.S. at 416; Motor Vehicle Mfrs. Ass'n, 463 U.S, at 416.
Under the arbitrary and capricious test, a court will consider whether the agency based its statutory
interpretation on a “consideration of alf of the refevant factors® and demonstrated a “ratlonal connection
between facts and judgment.* Moior Vehlcle Mfrs. Ass'n, 463 U.S. at 31. A court would fikely deem an
agency's interpretation “arbitrary and capricious” if the agency “relied on factors which Congress has not
intended it to consider, entirely falled to consider an important aspect of the problem, offered an
explanation for its decision that runs counter to the evidence before the agency, or is so Implausible that
could not be ascribed to a difference In view or the product of agency expertise.” id. at 43; Naf Ass'n of
Home Builders, 551 1).S, at 645,

Notably, even if other potential interpretations exist, Chevron provides that “ftthe court need not conciude
that the agency construction was the only one it permissibly could have adopted to uphold the
construction, or even the reading the court would have reached if the question initially had arisen in a
Judiclal proceeding.” Chevron, 467 U.S. at 843,

3. LEGAL DISCUSSION - NCUA’s Legal Authority

in applying the Chevron standard to a determination of whether the NCUA has the legal authority under
Section 216 of the FCUA to implement the two-tier RBNW requirement set forth in the Proposed Rule, a
court wouid first need to determine whether Congress has “directly spoken to the precise question at
issue.” /d. at 842. If the court finds in the affirmative, then the court would need to determine whether the
NCUA's Proposed Rule had given effect to the "unambiguously expressed intent of Congress.” /d, at
842-843, :

If, however, the court finds that Section 216 of the FCUA is slient or ambiguous with respect to the
permissibility of a two-tier RBNW requirement, the court must then determine whether the NCUA’s
construction of Section 216 Is a permissible construction. /d. at 843. Chevron specifies that where
Congress has explicitly or implicitly delegated authority to an agency to make rules, the agency's
regulations will be given “controlling weight unless they are arbitrary, capriclous, or manifestly contrary to
the statute.” /d. at 844,

This opinion letter sets forth our view as to what a court applying the Chevron standard would conclude
upon review of the NCUA's legal authority to establish a two-tier RBNW requirement, as set forih in the
Proposed Rule, pursuant to the FCUA, We note that this standard reguires a court to give considerable
deference to the NGUA where ambiguity exists within Section 216 of the FCGUA.

a. Chevron Question One ~ Has Congress Directly Spoken to the Preclse Question at Issue?

As discussed above, Section 216(d) mandates the NCUA Board to establish “a risk-based net worth
requirement for insured credit unions that are complex® and that the NGUA Board “shall design the risk-
based net worth requirement to take account of any material risks against which the net worth ratio
required for an insured credit union to be adequately capitalized may not provide adequate protection.”
Under the basic principles of statutory construction, one must review the plain language of the statute;
however, “the meaning of statutory fanguage, plain or not, depends on context. . . itisa longstanding
principle of statutory construction that ‘each part or section’ of g statute ‘should be construed in
conneclion with every other part or section so as to produce a harmonious whole, ™ See 2A Norman J.
Singer, Sutherland Statutory Construction §§ 46:2, 46,06 (5th ed. 1992) (hersinafter, “Sutherfand’). If the
statute’s fanguage is ambiguous, the interpretation should be guided by the statute’s legisiative history.
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See Sutherland § 45.01. After careful review and deliberation, we find that the language of Section
216(d) Is, at best, ambiguous with respect to the statutory authority of the NCUA to implement a two-tier
RBNW requirement for complex credit unions, as the language can be interpreted in muitiple ways, as
discussed below.® : .

(i) Section 216(d)(2)’s Reference to “Adequately Capitalized” and “Adequate

Protection” N

Section 216(d){2) highlights Congress's intent for the NCUA to consider certain types of risks when
designing the RBNW requirement applicable to complex eredit unions, Section 216(d)(2) requires the
RBNW requirement to "take account of any material risks against which the net worth ratio required for an
insured credit union to be adequately capitalized may not provide adequate protection.” We view Section
218(d){2)'s referance to the *adequately capitalized” PCA category as a baseline reference that is
intended to guide the NCUA in determining what types of materiaf risks it must consider. That is, the
NGUA must consider the specific types of material risks that would cause a complex credit union that is at
least adequately capitalized to have inadequate protection. In other words, the NCUA must identify the
“material risks” that would cause a credit union to fall from an adequately capitalized position into an
undercapitalized position.

The plain language of Section 216(d){2) does not expressly restrict the NCUA from imposing a higher
RBNW requirement for “well capitalized* versus "adequately capitalized” credit unions for the supervisory
purpose of building In additional risk management controls before a credit union becomes
undercapttalized. Moreover, nor does the statutory language unambiguously mandate a single, uniform
RBNW requirement applicable to "well capitalized® and “adequately capitalized” cradit unions, in our
view, the only clear restriction imposed on the NGUA as a result of the language in Section 216{d){2) is
that the RBNW requirement that Is to be “designed™ by the NCUA must take account of certain kinds of
“material risks” contempiated by Congress. In this regard, and in our opinion, the language of Section
218(d)(2) does not prevent NCUA from imposing higher requirements on “well capitallzed” credit unions to
- provide greater protection against these risks,

Thus, a reasonable interpretation of Section 216(d)(2) is that the NCUA is being asked to identify materat
risks that could cause a credit union to become undercapitalized, and to design a RBNW requirement that
protects against those material risks. Such a requirement could reasonably impose different degrees of
protection for “well capitalized" and *adequately capitalized” credit unions so that weli capitalized credit
unions are further insulated, and appropriately, more protected than adequately capitailzed cradit unions
ageinst the materlal risks that couid cause each of such credit unions to.become undercapitalized.

{ih) Section 216(d}'s Use of “Requirement” in the Singuiar Form

Section 216(d)’s reference to a RBNW "requirement” in its singular form is, at most, ambiguous and
cannot be viewed as a precise statement of specific congressional Intent for several reasons.

® Furiher, given that the NCUA has exercised its general rulemaking authority to implement a two-tier risk-based
capital structure in ancther contex, i.e., for corporate credit unions, it appears there is a basis for the NCUA to
proceed in this manner for complex credit unions. See generally 75 Fed. Reg. 64786 {October 20, 2010}, Inthis
regard, we view the more expiicit language of Section 216(d) setting forth the standard for a RENW requirement for
compiex credit unlons as a logical extension of the general authority the NCUA has already previously exercised,

? We note that Section 21 6(d)(2) requires the NCUA to “design” the RENW requirement, This language suggests
that Congress intended to provide the NCUA significant discretion and flexibility, in contrast to other words that
Congress could have used, such as "implement.”
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First, Section 216(d)'s reference to "requirement” in its singular form jogically makes sense when read in
conjunction with the language in Section 216(c), which sets forth the five PCA categories, including well
capitalized and adequately capltalized. As specified, for each of these latter two categories;

{A) WELL CAPITALIZED - An insured credit union is "well capitalized” if ~ (f} It has a net worth ratio
of not less than 7 percent; and (il) it meets ariy applicable risk-based net worth requirement under
subsection {d).

(B) ADEQUATELY CAPITALIZED — An insured credit unlon is "adequately capitalized® if ~ (i) it has
a net worth ratio of not iess than'6 percent; and {Ii) it meets any applicable risk-based net worth
requirernent under subsection {(d). (emphasis added).

Specifically, it is appropriate that there would be only one RBNW requirement that is applicable at any
one time to each PCA category. Section 216(c), the section defining the "well capitalized” and
"adequately capltalized” categories, does not unequivocally provide that the same RBNW requirement
must apply uniformly to both weil capitalized and adequately capltalized credit unfons. That is, the
definitions for both *well capitalized” and *adequately capitalized” require the credit union to meet *any
applicable risk-based net worth requirement under subsection {d}.” The legislative history of the CUMAA
with respect to Section 216 supports this view and provides that “in order to be well capitalized or
adequately capitalized, a complex credit union must meet any applicable risk-based net worth
requirement prescribed in this section.”. S. Rep. No. 193, 105th Gong. 2d Sess. 13, p. 13 (emphasls
added).

A reasonable interpretation of the “any applicable risk-based net worth requirement” language inciudes
the interpretation that Congress intended to allow the NCUA to determine what RBNW requirement would
be “applicable” in each case for well capitalized and adequately capitalized credit unions, We do not view
the language as evidencing congressional intent to preclude the NCUA from implementing different
RBNW requirements for different capital categories. Section 216{c)’s reference to “any applicable”
requirement supports the view that Congress did net intend to limit the NCUA's authority to implement
more than one RBNW requirement for different capital categories. The fact that the legisiative history
makes reference to both the well capitalized and adequately capitalized categories at the same time and
indicates that credit unions in these categories must comply with “any applicable [JRBNW] requirement”
provides support for why the reference to "requirement” In its singular form Is ambiguous In tesms of
whether more than one requirement was intended. Had Congress intended for only one RBNW
requirement to apply in all cases for alt complex credit unions in different capital categorles, rather than
referting to "any applicabie” requirement in Section 216{c), Congress could have specifically indicated its
intent for “the” or *the same” rather than “any applicable” risk-based net worth requirement for both the
adequately capitalized and wel capltalized categories. Accordingly, as written, Section 216(d) does not
clearly and unambiguously prohibit the NCUA from establishing a two-tier rather than singie-tier RBNW
requirement. .

Secondly, Congress’s use of the term “requirement” In its singular form in Section 216(d) should not be
viewed as determinative in terms of whether Congress clearly intended for the NCUA to have the
authority only to implement a singie RBNW requirement. The reference to “requirement” does not directly
addréss the question of whether there may be multiple sub-requirements or different sub-requirements for
well capltalized and adequately capitalized credit unlons. Notably, the PCA statute for banks also uses
the term risk-based capital ("RBC*)" "requirement” in the singular form; however, banks are subject to

™ As nated in footnate 1, the NCUA views the term “risk-based capital” as congruous with "risk-based net worth,” and
has proposed to adopt the term “risk-based cepital” In place of “risk-based net worth.” See 79 Fed, Reg. at 11185,
11191,
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mulfiple sub-requirements under the RBC requirement, i.., a common equity Tier 1 RBC requirement, a
Tier 1 RBC requirement, and a total RBC requirement, that are different for well capitalized banks versus
adequately capitailzed banks. See, £.g., 78 Fed. Reg. 52018 (Oct. 11, 2013); 12 U.S.C. 18310(c)(1)(A).
In reviewing Congress's and the federal banking agencies' use of the term “requirement” in Its singular
form under the current PCA system for banks, Section 216(d)'s similar use of the term *requirement™in its
singuiar form shouid also not preciude such a requirement from having multiple subparts that are
applicable to different PCA categories. Thus, in our opinion, the use of the term "requirement” in its
singular form shouid not be dispositive as to congressional intent.

We also note that even when the NCUA sought congressionat-authority in April 2007 to change the
statutory ianguage in the FCUA to expressly mandate the NCUA to implement a two-tiered RBNW
requirement, the NCUA did not seek to change the word "requirement” to "requirements.” See NCUA
White Paper for "Prompt Corrective Action Reform Proposal,” p. 10 (April 2007). This further supports our
interpretation that the use of “requirement” in the singular form Is reasonable and does not expressly and
unambiguously demonstrate Congress’s intent that only a single-tier RBNW requirement may be
established for adequately capitalized and well capitalized credit unions. As such, the refsrence to
“requirement” is at most ambiguous.

(1B Section 216(c}{1)}{C)'s Reference to “Any Applicable Risk-Based Net Worth
Reguirement under Subsection{d)” for Undercapitalized Credit Unions

Untike the definitions of *well capitalized” and “adequately capitalized” set forth in Section 216{e)(1)(A)
and (B), respectively, which require a credit union to meet both a net worth ratio requirement and a
RBNW requirement, the definition for the "undercapltalized* PCA category imposes a disjunctive test -
Le., a credit union is deemed to be “undercapitalized” if "() it has a net worth ratio of less than 6 percent;
or (i) it falls to meet any applicable risk-based net worth requirement under subsection (d}.* See Section
216(c)(1)(C) (emphasls added).

Some may interpret this distinction as supporting the view that Congress intended for NCUA to establish
only a single RBNW requirement that is the "applicable” requirement for all complex eredit unions,
including for purposes of determining whether a credit union is undercapitalized. in our opinion, however,

- there Is a more reasonable interpretation and application of the disjunctive test used in Section
218(c)(1)(C) for undercapitalized credit unions (as opposed to the conjunctive test used for well
capltalized and adequately capitalized credit unions) with respect to the *any appficable [RBNW]
requirement” language. This interpretation is that Congress specifically granted the NCUA the authority
and flexibility to determine what RBNW requirement would be “applicable” in each case for; (i) wel
capitalized credit unions, pursuant to Section 216{c)(1)(A); (i) adequately capltalized credit unions,
pursant to Section 216(c)(1)(B); and (jif) undercapitalized credit unions, pursuant to Section 216{c)}1)(C).
This regulatory flexibliity provided by the statutory language on its face does not restrict the NCUA from
designating the RBNW requirement “applicable” to adequately capitalized complex credit unions as also
being the requirement "applicable” to undercapitalized complex credit unions. Rather, it allows the
agency to designate a separate higher RBNW requirement specifically “applicable” only to well capitalized
complex credit-unions, in each case due to the "any applicable . . . requirement” language iri each
provision. As such, the broad reference to "any applicable , . . requirement” in each of Section
216(C){(1}A), (B}, and (C) supports the view that the NCUA possesses the requisite legal authority and
regulatory discretion to impose more than one RBNW requirement for credit unions falling within different
PCA categories.
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(v} Section 216(b)’s Mandate for a PCA System “Consistent” with the Statute but

“Comparable” to Soction 38 of the Federal Deposit Insurance Act

An equally compalling consideration Is that Section 216(b) mandates that the NCUA develop a PCA
systam for credit unions that is "consistent” with Section 216 and “comparable” to the PCA system for
banks. The legislative history of the CUMAA explains that °consistency” refers to the “specific restrictions
and requirements of new section 216" and “‘comparable’ here means paralie! in substance (though not
necessarily identical in detail) and equivalent in rlgor.* S. Rep. No. 105-183, p. 12 (1998) (emphasis
added). As discussed herein, it Is our view that the express fanguage of Sectlon 216 taken as a whole
provides the NCUA with the necessary Interpretive flexibllity to implement a two-tier RENW system that
does not viclate any specific restrictions and/for requirements of Section 216, as we have not identified
any express statutory restriction or requirement impased on the NCUA to Implement a singie-tier RBNW
system. Thus, we believe the NCUA’s Interpretation and implementation of a two-tier RBNW system is
consistent with the requirements of Section 216.

" Moreover, in our opinion, the mandate for the NCUA to develop a PCA system that Is "equivalent in rigor’
with the PCA system for banks further supports an interpretation of Section 216{d) that allows the NCUA
the flexibility to impose a two-tier RBNW system. It is not only logical but, arguably, Imperative that the
credit union PCA system reflect different gradations in protection for well capitalized and adequately
capitalized credit unions, especially glven Congress's clear intent for the credit union PCA system to be
“equivalent in rigor” with the PCA system for banks, See S. Rep. No. 105-193, p. 12 (1998). Boistering
this view is that credit unions, unifke banks, do not have the abiiity to resort to capital raising activities in
the rnarket to increase and/or maintain capltal, Instead, credit unions are largely restricted to preserving
and protecting their capital through their own retained earnings. From a safety and soundness
standpoint, a prudent and reasonable expectation from baoth a supervisory and regulatory perspective s
for the NCUA to have in place a PCA system that takes account of differences between banks and credit
unions - Including weaknesses that credit unions have relative to banks ~ in a manner that allows the
NCUA fo act to maintain comparabie levels of capital protection for welf capitalized credit unions
compared to wel! capitalized banks.

With respect to the particular vulnerabilities of credit unions refative to capltal, imposing a two-tiered
RBNW system appears to be the type of equivalence in rigor required to address the "lessons learned” by
the NCUA in dealing with "several hundred milfions of dolfars in losses . . . of [failed} eredit unions holding
inadequate levels of capital relative to [their] fevels of [portfolio] risk” that previously ignored warnings
from NCUA officials “to hold higher levels of capital to offset the risks in thelr portfolios.” 79 Fed. Reg.
11186. Itis also reasonable that more stringent credit union capital rules should-follow on the heels of
more stringent bank capital and PCA rules finalized in July 2013, which are due to become effective in
January 2015. Accordingly, an interpretation of Saction 216(d) that Is consistent with the policy objectives
set forth by Congress in Section 216{b) for the credit union PCA system to be consistent with the statute
but “equivalent in rigar” fo that of banks supparts a two-tiered RBNW requirement comparable to that
imposed on banks,

(v) Conclusion for Question One under Chevron

While other potentia} interpretations and viewpoints of Section 216(d) are supportable, the existence of
alternative interpretations does not preclude a court finding in favor of the NCUA's two-tier RBNW
requirement under the Proposed Rule pursuant to the Chevron standard, Under Chevron, when statutory
language is ambiguous, courts must defer to an agency's Interpretation of the statute, provided the
interpretation is permissible, i.e., not arbitrary, capriclous, or manifestly contrary o the statute. As
discussed above, the reference to "adequately caplitalized” and use of the term *requirement” in the
singular form in Section 216(d) does not demonstrate a “clear and unambiguous” congressional intent
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that a single~tier RBNW requirement must be applied uniformiy to well capitalized and adequately
capitalized credit unions. Moreover, the simple fact that the language in Section 216(d) may yieid
muitiple interpretations clearly demonstrates the ambiguity. of the statutory language. As such, it is our
view thet, in a case properly presented and argued, a court would likely conciuds that Section 216 of the
FCUA is ambiguous with.respect to the permissibility of the NCUA’s Implementation of a two-tier RBNW
requirement, as described in the Proposed Ruie. The court would then be required to turn to the second
question under Chevron, which is whether the NCUA's interpretation of Section 218 of the FCUA, as set
forth In the Proposed Rule, is a permissible construction of the statutory language.

b. Chevron Question Two ~ Given the Determination in Question One that Section 215(d) Is at
Most Ambiguous, Is the NCUA's Interpretation Based on a “Permissible Ci uction™ of
the Statute?

in applying Chevron, a court must determine whether the NCUA's construction of Section 216 of the
FCUA Is a permissible construction, See Chevron, 467 U.S. at 843. Chevron provides that where
Congress has explicltly or implicitly delegated authorlty to an administrative agency to make rules, the
agency's regulations will be permissibie and given “conitrofiing weight unless they are arbitrary,
capricious, or manifestly contrary to the statute.” /d. at 844, Through the FCUA, Congress has explicitly
delegated authority to the NCUA under Section 216(b) of the FCUA to promuigate rules to “prescribe a
system of prompt corrective action for insured credit unions® that is {i} consistent with Section 216 of the
FCUA and {ji) “comparable” to the PCA provisions of the Federal Deposit insurance Act for banks, 12
U.S.C, § 1790d(b)(1){A). Thus, the NCUA’s interpretation of Section 216(d} authorizing the NCUA to *
establish a two-tier RBNW requirement, as set forth in the Proposed Rule, would generally be viewed by
a court as permissible and be given confrolling weight unless it is “arbitrary, capricious, or manifestly
contrary to the statute.” /d. at 844. Courts generally treat the "arbitrary” and “capriclous” analysis as a
single test when reviewing agency Interpretations. ' See, e.g., Nati Ass'n of Home Builders v. Defenders
of Wildiife, 561 U.S. 844 (2007); Molor Vehicle Mirs. Ass'n of U.S., Inc. v. State Farm Mut. Aufo. ins. Co.,,
463 U.S, 29 (1983); Citizens to Pres. Overton Park, inc., v. Volpe, 401 U.S. 402 (1971). As discussed
below, it Is our view that the NCUA's implementation of a two-tier REBNW requirement should withstand
both a court challenge that asserts the NCUA’s interpretation is “arbitrary and capricious,” as well as a
challenge asserting that the NCUA’s posltion is *manifestly contrary to the statute,”

() Arbitrary and Capricious Standard

Although the NCUA's interpretation set forth in the Proposed Rule conslitutes a reasonabie construction
of Section 216(d) as discussed above, we note that questions could arise with respect fo the potential
arbitrariness and capriciousness of the NCUA’s current interpretation under the Proposed Rule, in light of
potentially inconsistent positions previously taken by the NCUA.

In regard to whether the NCUA's interpretation may withstand Chevron scrutiny and, in particular,
whether the interpretation is arbitrary and capricious, the NCUA could encounter challenges with respect
to its prior interpretation and actions in implementing Section 216. For example, the NCUA's prior
reguiations implemented the RBNW requirement in Section 216(d) by establishing a system with a single-
tler structure, or alternatively, as a system that impases muitiple RBNW requirements where each
complex credit union Is subject to its own unique RBNW requirement. See 12 C.F.R. Part 702. The
NCUA has held this position In the agency’s regulations since 2000. See 65 Fed, Reg. 44950 (July 20,
2000). In its original proposed rule in 2000, the NCUA stated the “NCUA Board has detetmined that a 6
percent net worth ratio Is sufficient to protect against an average level of risk, but that a measure of
additional net worth is needed to compensate for risks which are above average. For this reason, the
final rule limits the scope of its RBNW requirement to credit unions that have an above average level of
risk exposure.” /d. at 44955, Additionally, the U.S. Treasury Depariment assessed the NCUA's
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implementation of Section 216 in 2001 and found-that *Jijn general, the NCUA implemented the RBNW
requirements as Congress intended.” See Treasury Report Required Under Sections 401 and 403 of the
CUMAA, Comparing Credit-Unions With Othar Depository institutions, p. 14 (Jan. 2001). Thus, the
NCUA's current two-tier interpretation in the Proposed Rule, viewed in light of fts prior interpretation and
implementation of a single-tier RBNW requirement, could be viewed as an arbitrary change in position
and, as such, may be susceptible to challenge under Ghevron’s arbltrary and capriclous standard,

In our view, however, the NCUA'’s posttion Is defensible, and there are reasonable arguments that such a
challenge can be overcome under Chevron if the NCUA bolsters its rationale for and empirical data
supporting the change in position to implement an enhanced system of PCA for credit unions. This view
is supportable under case law, which provides that a reversal of position by an agency or interpretation
“inconsistent with its past practice” is not arbitrary or capricious “if the agency adequately explains the
reasons for a reversai of policy,” See Nat/ Cable & Telecomms. Ass’n v. Brand X infemet Servs., 545
U.8. 967, 981 (2005). In Nat? Cable & Telecomms. Ass’n, the Supreme Court held that under Ghevron
review a change in agency interpretation "is not invalidating, since the whole point of Chevron is to leave
the discretion provided by the ambiguities of a statute with the implementing agency.” 545 U.S, at 981.
The Court speclfied that “[a]n initial agency interpretation is not instantly carved In stone. On the contrary,
the agency . . . must conslider varying interpretations and the wisdom of its policy on a continuing basis , .
. for example, in response to changed factual circumstances, or a change in administrations.” See /d. in
Nat'l Cable & Telacomms Ass'n, the Supreme Court found the National Cable and Telecommunication
Assoclation’s reason for changing its position on the applicability of common-carrier treatment to facilities-
based carriers as a result of changed market conditions to be adaquate justification. See Jd. at 1001,
Thus, even If the NCUA’s establishment of a two-tier RBNW requirement is dsemed to be a change in
position, the NCUA's new interpretafion would generally not be expected to be deemed arbitrary or
capricious, provided the NCUA adequately Justifies its new position, Given the change in market
conditions over the past 14 years, the recent financial crisis, and changes in the PCA system for banks, it
is our view that the NCUA can reasonahly justify a transition to a more conservative two-tier RBNW
requirement that is intended to better protect against potential risks to credit unions.

(il Manifestly Contrary to the Statute Standard

As discussed above in Section 3.a.lv., the NCUA's implementation of a two-tier RBNW requirement
appears consistent with the specific restrictions and requirements of Section 216, as we believe that the
express language of Section 216, taken as a whole, provides the NCUA with the necessary interpretive
flexibiiity to Implement a two-tier RBNW system that does not violate any specific restrictions or
requirements of Section 216. Thus, the NCUA's interpretation and proposed implementation of a two-tler
RBNW requirement, as set forth in the Proposed Rule, should not be viewed as being mantfestly contrary
to Section 216, speciflcally given that Section 216 does not expressly prohibit the establishment of a two-
tier RBNW requirement and the NCUA's position s consistent with the policy objectives of Congress set
forth in Section 216(b).

(ip) Conclusion for Question Two under Chevron

As Congress expressly delegated authority to the NCUA to design a RBNW requirement, the NCUA’s
proposed two-tler RBNW requirement under the Proposed Rule constitutes a permissible construction of
the statute and, as such, should be upheld by a court under the Ghevion doctrine. By providing sufficient
explanation of its reasons for imposing a higher and more conservative RENW requirement for complex
credit unions to be deemed well capitalized, it is our view that the NCUA's implementation of a two-tiered
RBNW requirement wouid withstand a court challenge alleging the agency's approach is arbitrary,
capricious, or manifestly contrary to the statutory janguage of Section 216 of the FCUA.
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4. CONCLUSION

Based on the foregoing facts and a reasoned analysis of Chevron and Section 216 of the FCUA, we are
of the opinion that, under current principles of applicable law and existing case law, a court of appropriate
jurisdiction, in & litigated matter or proceeding, could conciude that the NCUA's statutory authority
pursuant fo Section 216 of the FCUA permits the NCUA fo establish the proposed two-tier RENW
requirement set forth in the Proposed Rule,

In providing this reasoned legal opinlon, we express no opinion as to the availability or effect of a
preliminary injunction, temporary restraining order or other such temporary rellef affording delay pending

- adetermination of the issue on.the merits, Furthermore, we express no opinion as to any legal or
equitable princlples with respect to the NCUA's rulemaking procedural requirements that would have the
effect of negating implementation of the Proposed Rule.

The foregoing opinion is expressly subject o there being no material change in the law and there being
no additional facts that would materlally affect the valldHy of the assumptions and conclusions set forth
herein or upon which this opinion letter is based, The opinion expressed In this opinion ietter may be
refied upon solely by you, the Board of NCUA, and no one else. In addition, reliance upon this opinion
letter in connection with the matters set forth herein is subject to the understanding that this opinion ietter
is given on the date hereof and our oplnion is rendered only with respect to facts describad herein and
laws, rules and regulations currently in effect, Without our prior express written consent, this opinion
letter may not be furnished to, or used or relied upon by any other person or entity, or in any other -
context, and may not be guoted, in whole or in part, or otherwise referred to, nor fited with or furnished to
any governmentai agency or other person. This opinion letter is provided solely for the benefit of the
NCUA and its Board of Directors in connection with the agency's deliberations on the Proposed Rule.
This opinion letter may not be relied upon by the NCUA or its Board for any other purpose, refled upon by
any other person or quoted without our prior express written consent.

We note that a court's decision would be based upon fts own analysis and interpretation of the facts
before it and applicable iegal principles, Therefore, our opinion is-based on the assumption that in any
case In which this question is considered, the queation will be competently briefed and argued by the
NCUA. Our opinion is reasoned and also presumes that any decision rendered wilf be based on existing
legal precedents on the date hereof, including those discussed above. The foregoing opinjon is expressly
subject to there being no material change in the FCUA or the precedentlal status of Chevron. Nothing In
this opinion letter shali be construed as the rendering of advice with respect to the rulemaking process,
strategies employed by counsel, or other faciors or clrcumstances that might affect the outcome of those
proceedings,

This opinion letter is not a guaranty as to outcome or results, or as to what any particular court would
actually hold or what actions a particular court may take, but a reasoned opinion as to the decision we
believe a court could welf reach if the issues are properly presented to it and the court folfowed existing
precedent on the date hereof as to legal and equitable princlples applicable in chalienges to agency
statutory construction. ’

This opinion letter deals only with the specified legal issues expressly addressed hereln, and you should
not Infer any opinion that is not explicitly addressed herein from any matter stated in this opinion letter,
The opinions expressed hereln are to be governed by the federal faw of the United States and shali be
construed in accordance with the customary practice of lawyers who regutarly give, and lawyers who
regularly advise opinion reciplents regarding, opinions of the kinds contained herein.
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This opinion letter speaks only as of the date hersof and is not to be deemed.to have besn relssued by
any subsequent delivery of a copy hereof. We expressly disclaim any responsibility to advise you or any
other person of any development or circumstance of any kind, including any change in law or fact that
may occur after the date of this opinion letter that might sffact the opinions expressed in this opinion
letter. .

Very truly yours,

Q@&W Ly

PAUL HASTINGS LLP
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11184 Faderal Register/Vol. 70, No. 39/Thursday, February 27, 2014/Proposed Rules
NATIONAL CREDIT UNION Comments on Proposed Rule: PGA— cancentrations of assels in real estate
ADMINISTRATION loans, MBLs, or high lovels of

12 CFR Paris 700, 701, 702, 703, 713,
723, and 747

RIN 3133-A077

Prompt Corrective Action—Rigk-Based
Capltal

AGENCY: National Credit Union
Administration (NCUA),
ACTION: Prcposed rule,

SUMMARY: The NCUA Board (Board} is
proposing to amend NCUA’s regulations
regarding prompt corrective action
(PGA) to restructure the part, and make
various rovigions, including replacing
the agency's current risk-based net
warth requirsments with new risk-based
capital requirements for federally
insured “nstural person” credit unions.
The proposed risE~basud capital
requirements would be more conststent
with NCUA's risk-based capital measure
for corperate credit wunions and the
regulatory risk-hased cepital messures
used by the Federal Deposit Insurance
Corporation, Board of Govarnors of the
Fadersl Reserve, and Offics of tho
Comptraller of Currency {Other Federal
Henking Regulatery Agencies), In
addition, the propossd revisions wuuld
reviso the risk-weights for many of
NCUA's current asset clessifications;
requirs higher minimum levels of
capital for federally insured nabiral
person eredlt unions with
concentrations of assots in real estate
loans, member business loans {MBLs) or
higher lavels of delinquent lpans; and
sot forth the process for NGUA to
roguire an individual federally insured
natural person credit union te hold
higher levals of risk-based capital to
addrass unique aupervisory concerns
raised by NCUA. The proposed
tevisions would elso eliminate sevaral
of NCUA’s provisions, including
provisions relating to vegular resarve
accounts, risk-mitigation credits, and
alternative risk-waights.

DATES: Coruments must bo received on
or before May 28, 2014,

ADDRESSES: You may suhmit comments,
identified by RIN 3133-AD?7, by any of
the following methods {Plessa sond
comments by one method ouly):

+ Fedoral eRulemaking Portal: hitp://
www.regulations.gov, Follow the
instrixctions for submitting camments,

* NCUA Web site: htip:/fwww.ncva,
goviLegal/Regs/Pages/PropRegs.aspx.
Follow the instructions for submitting
comments,

« Kmail; Address to regromments@
ncua.gov, Include [ Your namo}—

Risk-Basod Capitai” in the email subject
ling

N

» Fax: {703} 518-6319, Usc the
subjeat line desaribed above for email.

» Mail: Address to Gerord Poliquin,
Secrstary of the Board, Nationel Credit
Union Administration, 1776 Duke
Streat, Alexandrle, Virginia 22314~
3428,

+ Hand Delivery/Courier: Same as
mail address.

You can view all public comments on
NCUA’s Web stte at littp://
www.ncua.gov/Logal/Regs/Pages/
PropRegs.aspx es submitted, except for
those we cannot post for fechnical
reasons, NCUA will not edit or remove
any identifying or contact information
from the public comments submittod.
You mey fnspsct paper coples of
comments in NCUA’a law library at
1775 Duke Streot, Alexandria, Virginia
22314, by appointment weekdays
hetween 9:00 a.m. and 3:00 p.n. To
make sn appointment, call {703} 518~
65486 or send an email tv OGCMuil@
ncua.gov.

FOR FURTHER INFORMATION CONTACT:
Technical: Steven Farrar, Loss/Risk
Analyst, Office of Examination and
Insurance, at 1775 Duke Streset,
Alexandrir, VA 22314 or telephone:
{703) 518-6393, or Lega!; John H,
Hroiln, Staff Atiorney, Office of General
Counsal, 8t 1775 Duke Street,
Alexandrin, VA 22314 or telsphona:
{703) 518-5438,

SUPPLEMENTARY INFORMATION:

1. Bummary of the Proposed Rula

IL Section-by-Section Analysis

TIL Effoctive Date

IV, Regulatory Procedures

L Summary of the Proposed Rulo

The Board is proposing to revise and
roplace NCUA’s current PCA rules for
fegera!Jy insured natural person credit
unjons,! The propesed revisions would
ingclude a new mothod for computin
NCUA'’s risk-based capital moasure that
is more consistent with tho risk-based
capital measure for corporate credit
unions 2 and the risk-based capital
moasures used by the Qther Federal
Banking Reguletory Agencies.® In
general, the revisions would adjust the
risk-weights for many asset
classifications to Jower the minimum
risk-based capital requirement for credit
unions with low risk operations.
Conversely, the revisions would regniro
higher mini levels of risk-based
capital for credit unions with

12 GFR Pari 702,
2 Ses 12 CFR Part 704,
38aa 78 FR 55339 {Sapt. 10, 2013},

delinguent loans, In addition, due to the
known limitations of any widely
applicd risk-based mensurement system,
the proposed rule includes procedures
for NCUA 1o require an individual
aredit union to hold a higher level of
risk-bused capital where specific
suparvisory concerns ariss regarding the
credit unton’s condition. ¥inally, the
revisions would eliminate the
provisions of current § 702,401 (b}
relating to transfers to the regular
reserve account, currsnt § 702,106
rogarding the standard calculation of
risk-based net worth requirement,
curront § 702,107 regnrging olternativa
components for standard calculation,
and current § 702,108 regarding risk-
mitigation cradit.

A. Background

NCUA's primary mission is to ensurn
ths safety and soundness of federally
insured credit unlons, NGUA performs
this public fanction by exemining and
supervising ali faderal credit unions,
Ppartioipating in the examination and
supervision of federally insured state
chartered credit unions in coordination
with state regulators, and insuring
fedorally insured credit union members’
acoounts,* In its role as administrator of
the National Credit Unjon Share .
Insurance fund (NCUSIF}, NCUA
ingures and regulntes approximately
6,753 federally insured credit unions,
holding total assets excoeding $1 trillion
and representing approximately 94,6
million members,

In 1998, Gongress enacted the Credit
Union Membership Accoss Act
{CUMAA}5 Section 301 of CUMAA
added new section 216 to the Federal
Credit Union Act (FCUA},® which
reyuires the Bosrd to adopt by
ragulation a system of PCA to restore the
net worth of faderally insured “natural
person® credit unions {credit unions)
Lhat becoma inadequately capitelized. In
developing the system, the Roard is
raquired to take into account that credit
unions do not jesue capitel stock, must
rely on retained earnings fo build net
worth, and have boards of directors that
consist primsrily of volunteers, In 2000,
the Board implemented the required
system of PCA primarily under part 702
of NCUA's rogulations,” :

+Within the nino states that allow privately
Ingured cradit nniens, approximataly 193 state-
chartored grodit unions arn privatoly Insured and
aronot subject to NGUA regulation or oversight.

6Public Law 105-216, 112 Stat, 813 {1998).

942 U.S.C, 17004,

742 CFR Purt 702; ses alsa 65 FR 8584 (Pob, 18,
2000} and 65 FR 44050 (July 20, 2000},
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The purposa of section 216 of the
FCUA is to “resolve the problams of
[faderelly] insured credit unions at the
least possible long-term Joss to the
{NCUSIF].” 8 To carry out that purpose,
Congress gat forth e bastc structure for
PCA in section 218 that consists of three
principal components: (1) A framework
combining mandatory actions
prescribed b{ statute with discretionary
actions developad by NCUA; (2) an
alternalive system of PCA to be
developed by NCUA for credit unions
defined as “new’’; and (3} a risk-based
net worth requirement to apply to credit
unjons that NCUA defines ss
“complex.” This proposed rule is
primarily focused on principa}
components {1} und {3}, although
amendments to part 702 of NCUA's
regulations relating to principal
component {2) are also being proposed.

Section 218{c} of the FCUA requires
NCUA to, among other things, use a
credit union’s net worth ratio to
determine its classification among five

“net worth categories” set forth in the
statute.® In general, “nat worth™ is
definad as the retained earnings balance
of the credit union,!? and a credit
union’s “nat worth ratio™ is the ratio of
its net worth to its total assets,!? Asa
credit unlon’s nst worth ratio declines,
0 does its classification among the five
nist worth categories, thus subjocting it
to an expanding range of mandatory and
discretionary supervisory actions.*2

In eddition to the net worth ratio
componont described above, section
216(d) of the FCUA requires NCUA to
define the term “complex” credii union
“based on the portfolios of assets and
lishilities of credit unions.” 3% It also
requires NCUA to formu}ate a risk-based
net worth (RBNW) requirement to apply
to credit unions meeting that
definition.14 The RBNW requirement
rust “take account of any materiel risks
against which the net worth ratio
required for {a federally] insured credit
union to be adequately capitalized {{8
percent net worth ratio)} may not

pravids adequate protection,” 15
Congress encouraged NCUA to, “far
example, consider whether the 6
percent requirernent providas adequate
protection against interest-rate risk and
other market disks, credit risk, and the
risks posed by contingent liabilitles, as
well as other relavant risks, The design
of the [RBNW] requirement should
reflect a reasoned judgmont about the
actual risks involved.” 18

Under current § 702,103 of NCUA's
rogulations, a credit unton is defined as
“complex if “lilts quarter-end total
assots excesd fifty million dollars
{$50,000,000); and . . . [its (RENW]
reuirement, as calculated under
§ 702,106, exceeds six percent {6%).” 17
Current § 702,104 of NCUA’s regulations
defines eight risk portfolios of complax
credit union assets, liabilities, or
contingent Habi}ities (Table 1}; and
current § 702,106 sets forth the speciflc
risk-weightings that are applied to the
assets (Table 2),

TABLE 1—CURRENT §702.104 Risk PORTFOUOS DEFINED

Risk portfalio Assals, flabiiittes, or contingent Habifiles
{8} Lang-term res! estate Tolal real eslate loans and real ostate fines of credil {oxcluding MBLs) with a maturlty {and next raie adjustment
{oans. perlod if varlable rate) grealer than 5 years,
(b} MBLs oulstanding MBLs ouisianding.
{c} Invesmenia ...... As defined by federal ragulation or applicable siate law,
Low-isk assats Cash an hand and NCUSIF depostt,

{8) Avorage-risk assats
(1) Loans sold with recourse

100% of lotal assets minus sum of fisk portiolios above.
Outstanding balance of loana sold or swapped with recourse, except for loans sold to the secondary merigage

market with a recourse perlod of 1 year or less.
{g) Unusod MBL commit- Unused commitments for MBLs,
ments.
(h} Al Ak for Loan and Lease Losses limited to equivalant of 1,50% of total Joans.
TABLE 2—§ 702,108 STANDARD CALCULATION OF RBNW REQUIREMENT
Amount of risk portfolic {as percent of quaeriar-ond tota) assets) io ba multiplied b Fisk-
Risk porifofia ) fas pe rllsk-wolghthg ? ¥ weighting
{a) Leng-torm roat eslate ENS i 0 lo 25,00% .08
aver 25,00% A4
(b} MBLs outstanding va.ucveremsvessssessenrncens | 0 10 16.00% 08
>15.00% {0 25.00% A4
over 25.00%
[N s By -average life:
0 to 1 yaar 03
>1 year lo 3 years 08
>3 yoars 1o 10 years J2
10 years 20
{d} Low-tisk nssels Al % .00
{6) Avarage-risk assels Al % 08
{f) Loans sold with Alfoh 5 08
{g} Unusad MBL All % 06
th) Al Limited to equivalent of 1.50% of loial joans {sxprossed &s a percent of iofal as- {1.00}
sols),

A credll unlan's RBNW requiroment is the sum of elght standard components, A siandard component is calculated for each of the eight risk

porijolios, equal to the sum of each

worth rafio Is tess than ite applicable RBNW requirement,

a1z U.S.C 1700a{u}1).
#Sootfon 1780d(c},
0Section 1700d{o}{2).
41 Sectlon 1700d{o}{s).

2 Serljon 1760d{c}-{gh 12 CFR 702.204{a}~{b),
3 Saction 1790&d),

¥,

4 Seatinn 17R0d(d}2).

amount of a risk porlfolio mes iis dsk-woighting. A orsdit unlon Is classifled “undorcapitalizad” if e nat

%5, Rup. No. 183, 105th Cong., 2d Soss, 13 (1098)
{5, Rap.). )

37 Spa 12 GFR 702,103 & ,104 and 13 U.8.C,

1750dfc),
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Soction 216{c} of the FCUA requires
thet a credit union that meets the
definition of complex,” end whose net
worth ratlo initielly places it in either of
the “adequately capitalized” or “well
capitalized" net worth categories, also
satisfy a separato RENW requirement.
Undor this separate RENW regquirement,
the credit union mmst meet or exceed
the mintmum RBNW ratio
sorrosponding to its net worth category
{adequately ceapitalized or well
copitalized) in order to remain classified
in that calegory.18 A complex credit
union that meels the not worth ratio
requirernent for being adequately
capitalizad or well capitalized, but that
fails to meet the corresponding REBNW
requirement for either net worth
category, is classified by section
216(c){1) as “undercapitalized”, and is
subject to the mandatory and
discrotionary supervisory actions
applicable to that category,®

The RBNW requirement for credit
nnions moeting the definition of
“‘complex’’ wns ﬁrstC:Epliad on the
basis of data in the Report reflecting
activity in the first quarter of 2001,2¢
NCUA’s RENW requirement has been.
largely unchanged since its
implementaiion, with the following
limited exceptions:

¢ Revisions were made in 2003 to
nmend the KENW requiremeants for
MBLs, 22

« Revisions were made in 2008 to
incorparate a change in the statutory
dofinition of *net worth,”"22

In addition, the Board amended part
702 in 2011 to expand the dofinition of
“low-risk assets” to include dobt
jnstruments on which the payment of
principal and interest is unconditionally
guarantoad by NCUA,?® and again in
2013 to exclude credit unjons with total
assets of $50 milliou or less from the
definitlon of *complex™ credit union,#4

¥ The RBNW roquirament also indirectly kmpacts
crodif wuions fn the “undercuplialized” and lowsr
not worth categorics, which urs required to opavats
undes an npproved net worth restoration plan, The
plan must provide tho meaus and 4 tmstabls to
roach the “udequately capliaiznd” category,
Section 1796a10(5); 12 GFR 7152, 206[c). However,
Jar *camplex’’ credit unicns in the
“undercapilallmd" or Jower ned warlh categories,
tha minium net worth retio “gie™ to thal cutegory
will bo 8 pexcent or the credit union's RBNW
raquiremant, if higher than 8 parcent. In that event,
a complex credit union's nst wasth rostomtion plen.
wiil hava Lo prescriba the steps a cradit nnion with
tnka tn reach a higher net worth sailo “gote” tn that

xy. Sow 12 GRR 702,206{c){ 1A}, Section

l790d(c](1)(/\)(1!} and [} AKB)GE).

212 U,8.C. 1790d{a) 1){c)is).

2085 FR 44950 {July 20, 2000},

2164 PR 66537 {Oct. 1, 2003).

%273 ¥R 72088 {Dex. 1, 2008}

3376 FR 16434 (Mar, 23, 2011},

276 FR 4023 (Jan. 18, 2013).

B. Why is the NCUA Board issuing this
rude?

The Board is proposing to chang
NCUA’s genorel risk-based cnpi’ml mlea
for determining the minimum lsvel of
required capital to enhance risk
sensitivity and address weaknessos in
the existing regulatory capital
framework for credit unions, Capital
and risk go hand-in-hand, and credit
union senior management, boards, and
regulators are all accountable for
ensuring that appropriate capital levels
are in piace bosod en the credit union’s
risk exposure, The proposad rule
reflects an effort to establish a risk-
weighting system that 18 more indicative
of the potential risks existing within
credit unions, The proposed rule is
intended to help credit unions better
absorb losses and establish a safer, mare
resilient, and more stable credit union
system. The improved rosilience will
enhance credit unions’ ability to
function during periods of ftnancial
stress and reduce risks to the NCUSIF.

In general, credit unions have high
quality capital, with retained earninge
being the predominant form of capital,
However, in recent years, the NCUSIF
did experfence several hundred millions
of dollars in Josses due to failures of
individual credit unions holding
inadequate levels of capital relative to
the lavels of risk agsociated with their
assels and operatiofis. Exominers did
warn officials at these credit unions that
thay needed to hold higher levals of
capital to offset the risks in their
porifolios, but the credit union officials
ignored thé examiners’
recommendations, which wero
unenforceable, This proposal sesks to
incorporatp the lessons learned from
thoso fatlures and better account for
risks not addressed by the current rule, *

The new risk-based capital
requiremeonts being proposed in this
ruls would apply 1o all eredit unions
with over $50 million in total assets,
The capital requirements and PCA
supervisory actions for “‘new” aredit
unions and credit unions with $50
million or less in assets would remain
largely unchanged, with a few
axcaptions discussed fn more detail
balow,

In developing the now risk-based
capital requivement for “complex”
cradit unions, NCUA set forth the
Fallowing goals for the proposed rule,
First, tho requirement should address
woaknasses in tho not worth ratio
moasure. Second, the roquirernent
should address crodit risk, interest rate
tisk, concentration risk, Hquidity risk,
operatianal risk, and market risk. Third,
the roquirement should enhsnce the

stahility of tho credit union system,
Fourth, the rule should rely primarily
on data already collected on the Csil
Report to minimize additional
racardkeeping burdens. I'ifth, the
roquirernent should be, given the
proceding four goals, as easy as possible
to understand and implement.

The proposed rule would replace the
RBNW method currently used by credit
unions to apply risk-woightings to their
agsets with & new risk-based capital
retjo method thet is more commonly
applied to depository institutions
worldwide. The proposed risk-based
capital ratio is the percontage of n credit
union’s net worth availeble to cover
losyes, divided by the credit union’s
defined risk-weighted asset base, The
Board belioves the change in -
mathodology would improve the
comparison of assets and risk-adjusted
capital levels across financial
institutiona, Use of a consistent .
framework for assigning risk-weights
would promote improved
understanding between all types of
federally insured financial institutions,

This proposed rule would provide a
cemmon measura of asset risk and
ensuro that credit unions retain levels of
capital that are commensurate with thelr
level of risk, The proposal would also
help NCUA identify, and credit nnions
to avold, inadequately capitalized
concentrations of asset classes that can
lead io a credit union’s fallure. Further,
under the proposad rule, credit undons
wauld bo batter able to implement
strategic plans based on their unique
member service objectives and the
corrosponding risk by holding tho
appropriate level of capital,

The measure for o cradit union’s *nai
worth mtio,” which is defined in
section 216{0){3) of tha FCUA, is a
generalized measure of a credit union’s
nat worth.25 The net worth ratio of a
eredit unfon includes balance sheat
accounts in the nnmerator that may
havo little or no value in the event of
liquidntion and excludes off-balance
shaet exposuras from the numerator,

g these limitations of the net
worth measum. Congrass directed the
Board in section 216{d}{2} of the FCUA
to devalop o RENW requirement that
“take[s] account of any material risks
against which tho net worth ratio , . .

_may not pravide adequate protection,”28

The proposed risk-based capital
measure includes ouly capital availablo
to cover logses and takes into

2612 U.S.C. 1750d{0}{3} {*The term ‘not worlh
ratlo’ means, with respeat ta a crodit unlon, the
otio of the net worlh of the eredit imion to the iodal
assets of the credit union.”),

=512 U,8,C. 1780d(d}{2).
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consideration the eredit union’s off

Operating a credit union involves with the major types of risks identified

balance sheet items and other risk taking and managing a veriety of risks,  and defined in Table 3 balow,
factors, ..
TABLE 3—MAJOR TYPES OF RISKS IDENTIFIED iN CREDIT UNJON BUSINESS 27
Flsk Deofinition
Credit 5K ,uncimerersnens — The potential for joss resulting from the fallure of a borrower or counterparty fo perform on an obligation,
Coimpll risk The polantial for loas arlsing from violations of laws or regulations or nonconfosmance with intemal policles or

Concentration sk
interasi mte fsk
Luidity sk ...

Market fl9K .uvvcrmsenseserinse

Operational fBK v

Reputetion risk .,
Stralegic risk ...

othlcal standarde.

The risk arlsing from exeessiva exposure 1o cartaln markeds, industries, or proups.

A lype of market rigk that involves the potantial for loss due o adverse movements in interest rates,

The risk that a aredh unlon will be unable to mest ite obligations when they bscome dus, because of an inability
to liquidate aasels of obtaln adequate funding.

The polonfial for loas resulling from movements In markel prces, Including interost rates, commodily prices, sloek
prices, and forelgn exchange reies. .

The risk of loss reaulting from Inadequate or felled internal processes, peopln, and systems or from extemal
evenle,

The polential for logs arlsing from negalive publicily regarding an Inslitulon’s business practices,

The potentlal for foae arleing from adverse busi| orimp Impl lion of decisk

‘The current REBNW measure focuses
primarily on interest rata risk. However,
the proposed risk-based capital ratio
mensure wonld focus more broadly on
tbe varions types of risks to credit
unions by adﬁ‘essing additional risk
factors and assigning specific risk-
weights to:

» Delinquent loans,

» Concenirations of MBLs and real
estate-secured loans,

« Bquity investments, and

» Additional off-balence shest
EXpOSUras,

Rigorous end disciplined risk-based
{risk-based capitel ratio mensure} and
non-risk-based {nat worth ratic measure}
capital requirements working well
together can anhance the ability of
credit unlon to cope with capital
impairment during economic
downtums. Moreover, nn adequate
capital buffer con cushion performenco
doterioration during timos of stress,
thereby promoting sufety and soundness
of the credit union system.

The proposed risk-based capital ratio
measure primarily uses existing
information contained in tho Call
Report, As compared to the ourrant
RENW meaosure, the proposed risk-
based capital ratio measure would
include a greater number of expoaure
categories for purposes of caloulating
total risk-weighted assets, Thus, some
additional daia would need to be
collocted on the Call Report. This
additional data would not, however,
represent & muterial increase to the
burden of completing the Gall Report,
The proposed extended effective date of

#7 8o 11,8, Govt. Accountabillty Office, GAO-07-
253, Bank Regulators Need to hoprove
Transpacency snd Overcome Impodimsnts to
Finalizing The Proposed Bazol I Framework §-10
(3007, avaslable at hitps//answ.gonig ;

the final rule would provide ample time
far credit unions to adjust their systems
to account for the additional data items
that would be required in the Call

Report.

'F}?mugh this notice, NCUA invites
public comment on al} aspects of the
proposed rule, Gommenters are urged to
recognize, howaver, that NCUA lacks
discretion to deviats from the slatutory
requirements of section 216 of the
FCUA.28 To facilitato consideration of
pullic comments on the proposed rule,
the Board urges commenters to organize
their comment letters on a section-by-
section basis that corresponds with the
proposed sections of the rule, and to
Include any general commonts in its
own soction of the lotter,

G. Impact of the Proposed Regulation

The propased rule would meko
changes to the minimmum regulatory
capital requiromont for credit unions
thut would be mora reflactive of risk,
including additional subcategaries of
asseta far risk moasurement and
rdditlonal concentration levels. This
shift in emphasis would enconrage
credit unions to more actively manage
risk in relation to tho minimum required
capitel levels. As proposed, the ruls
would modify the current calculation
method for computing RENW to be
more conslstent with the risk-based
capita! measures nsed by the Other
Federal Banking Rogulatory Agencies,
The proposed change in the calculation
would allow setting specific risk-based
capital ratio requirements for the top
three capital classifications,

NCUA's apalysis of 2013 Call Report
data indicates that the overwhelming
mc?nrity of credit unions with over $50
uillion {n assets already have sufficient

A407253.pdf,

12 1J,5.C, 37004,

capital to comply with the proposed
risk-based capltal niles, In particuler,
NCUA estimates that over 90 parcent of
those credit unions, if subject 1o the
requirements af the proposed rule
today, would be in corepliance with the
minimum risk-based capital
requirement under the rule, The Board
recognizes, however, that some credit

_unions would likely need a transition

period to accumulate additional capita}
or chango their asset structure to
achieve their desired capital
classification. The Board alsc recognizes
that credit nnions would need a
reasonable period of tims to updato
their internal systems, policies, end
procedures to acconat for these changes.
As aresult, the Basrd is proposing to
delay the effective date of the now
requirements after the final rule is
published in the Federal Register,
which ¢ discussed in more detnil
below,

Using Call Report data as of Juna
2013, NCUA eslimates that
spproximately 2,237 credit unions
reported over $50 million in total assots,
alruf which would be subject to the
proposed risk-based capital measuros.

Existing data available to NCUA,
inchading Call Report data, does not
contein all of the information required
to.analyze the impect of every napett of
the proposal, However, NCUA bolleves
the current Cull Report data available
provides suffigient information for
NGUA te reasonably estimate the impnct
of the proposed rogulation, Accordingly,
NCUA analyzed tha impact of the
proposed rule on credil univns using
Cali Report deta s of June 30, 2013,

Over B0 percont of credit unions
subject to the proposad capital moasures
currontly hul\f capita] in excess of the
minimum net worth ratio end the risk-
based capitol ratlo required to be
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classified ss well capitalized. As of Juno
2013, the proposed changes to tha risk-
based capital measura, if applied
immediately, would cause 189 credit
unions to exparience a decline in their
PCA classification from well capitalized
to adequately capitalized and 10 well
capilalized credit unions to experience
a (feuline to undorcapitalized, NCUA
estimatas that, collectively, the 10 credit
unions that would experience a decline
to undercapitalized would need to
rotain an additional $63 million in risk-
based capital to bacome adeguately
capitalizad, assuming no other
adjustments, Affectad credit unions may
be required to change intarnal policies
and practices to meol the new risk-based
capital requirgments of the proposed
rule, .

Based on June 2013 Call Report data,
NCUA estimates that if the proposed
risk-based capital requi wers
applied today, the aggregate risk-based
capital ratio for aredit unions subject to
the proposed risk-based capital measure
would be 14.6 parcent and the average
risk-based capitel ratio would be 15.7
percent. These numbers are wall abova
the proposed 10.5 percant requirement
{or classiflcation as well-capitalized.

1L Section-by-Section Analysis
Part 702—Capital Adequacy
Revised Structure of Part 702

The proposed rule would retitle
current part 702, replacing the current
titlo “Prompt Comective Action” with
the naw title “Capital Adequacy.” 29
‘The mora general term Capital
Adoguacy better characterizes the
components of proposed part 702,
which include the prompt corrective
action, minimum regulatory capital
mpasures, and supervisory actiong
required under section 216 of the
FCUA 20

The proposed rate would also
reorganize parl 702 by consolidating
NCUA's PCA requirements, which were
previonsly included under subsections
A, B, G, and D, under new subparts A
und B, Proposed subpart A would be
titled “Prompt Corrective Action” and
proposad subpart B would bo titled
“Altarnativo Prompt Corrective Action
for New Credit Unions.” 31 The

20 Tha Board recantly approved n proposed mia
ragarding capital plonning and stross testing that
nlsa praposes to chango the thle of part 702 to
“Capital Adequacy.” 78 FK 65683 (Nov, 1, 2613},

312 U.8.C. 1790d,

4 Unler Loths currgnt § 762.301{b} and proposed
§702,201(b), & credlt union ds “new" ifit{s“a -
fadernlly-icsured crdit union thet bath bos hosn in
oporetion for Jess thon ton {1D) yoars and bas total
ussols of not Moo then $10 million. A uredit naion
which excrods $10 million in tote] avsels may
bugome ‘new! if ity totel assets subseguently decline

reorganization of the proposed rule is
designed so that credit unions need only
reference the subpart applying to thsir
{nstitution to identify the applicable
minimum capital standards and PCA
regulations. The Board beliaves this -

.consalidation will reduce confusion and

avoid credit unions having to frequently
flip back and forth through the four
subparts of the current PCA rule.

In general, the proposed ruls wonld
restructurs part 702 by consolidating
most of the rules relating to capital and
PCA that are spplicable 1o credit unions
that ara not “new” credit unions under
now subpart A, This change is intended
to simplify the structure of part 702 by
grouping the sections of the rule that are
applicabla only to credit unions not
cﬁassiﬂed aa new into a single subpart.
The specific sections that would be
included in naw subpart A and the
proposed changes to those sections are
discussed in more datail below,

Similarly, the proposed rle would
consolidate most of NCUA’s rules
relating o alternative capital and PCA
requiremonts for “new”’ cradit unions
under new subpart B, This change is
intanded to simplify the structure of
part 702 by grouping the sections of the
Tule that are applicable only to credit
unions that are classified ss new into
one subpart, The sections under new
sub%art B would remain largely
unchanged from the requirements of
current part 702 relating to alternative
capital and PCA, sxcept for revisions to
the sections relating to reserves and the
payment of dividends, The specific
sactions included in new subpart B and
the specific changos to tho soctions
undor new subpart B are discussod in
more dotail belaw,

Section 702,1 Authority, Purpose,
Scope, and Other Suparvisory Authority

Propoeed §702,1 would remain
substnntially similar to current § 702.1,
but would be amended 10 update
terminology and internal cross.
references within the section, consistent
with the changes being proposed in
other sections of part 702. No
substantive changes to the section are
iniended.

Soction 702.2 Definitions

Proposed § 702.2 would retain many
of the definitions in current § 702,2 with
no substantive changes, The proposed
rule would, however, remove the
gumgraph number assigned to each

ofinition under urront § 702.2 and
reorganize the section so the new end
axisting definitions are listed in

holow $10 million whila it iz still ix opsratian for
less than 10 ysara”

alphabetic order. This reformatting
wuould maeke § 702.2 more consistent
with current §§ 700.2, 703,2 and 704.2
of NCUA's reguletions,?2

In addition, proposed § 702.2 would
add a number of new definitions, and
amend some existing definitions in
§702.2, These changes are intended to
help clarify the meening of terms used
in new parl 702, The definitions that
would ba added, amended, or removed
are as follows:

Allowance for loan and Jease loss
{ALLL). The term "‘allowance for losn
and lease lass {ALLL)" would ha
dofined as reserves that have been
established through charges sgainst
earnings to absorb future losses on
loans, leasas financing recaivables ar
other extensions of credit, The
definition would bo consistent with the
relatad Call Roport field ond the
definition contained in the Call Report
instructions, ’ !

Call Report, The proposed rule wounld
define the term “CnSl Raport” as the Call
Raport required to be filed by cradit
unions under § 741.6(a}{2}, The term
Call Report is a common expression
within the credil union industry and is
defined for clnrification,

Capital, The proposed rule would
define the lorm “capital” as the equity,
as measursd by GAAP, availeble to a
credit union to cover losses. The term
capital {s a common exprassion within
the financial servicos industry and is
defined for clarification.

Gash eguivalents, The propased rule
would define tho term “cash
equivalenis” to mean short-term highty
liquid investments that have original
matur{ties of 3 months or less, at the
time of purchase; ure readily canvertible
to known smounts of cash; and are used
as part of the crodit union’s cash-
management activities. The definition
would bo consistent with the related
Gall Report field and the definition
contained in the Call Report
instructions, .

Comumitment. The proposod rule
would define the term “commitment” as
any legaily binding arrengement that
obligated the credit union to extend
credit or to purchese assets, The
definition would be consistent with the
ralatod Call Report fleld and the
definition contained in the Call Report
ingtructions.

CUSO, The proposed mle would
define the term “CUS0™ as a credil
union service organization as defined in
parts 712 and 741,

Delinquent loans. The proposed rule
would define the term “dolinguent
loans" as loans that are 80 days or more

4212 CFR 700,2; 12 CFR 703.2; 13 CFR 704.2.
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past due end Josns pleced on
nonaccrusl status, The definition would
be consistent with the related Call
Report fisid and the definition
contained in the Call Report
instructions.

Derivatives contract,®® The proposed
rule would define the term “dorivatives
contract™ as, in general, a financial
instrument, traded on or off an
exchange, the valua of which is directly
depenied upon the valite on or more
underlying securitiss, equity indicas,
debt instruments, commodities, interest
rates other derivative instruments, or
any sgroad upon pricing index or
arrangement, Derlvatives nontracts
include inlerest rate derivatives
contracts and any other ingirument that
posos similar counterparty credit riska,
Derivatives contracts also include
unsettled securities with a contractual
sottloment or delivery leg that is Jonger
than the lasser of the market standard
for the particuler instrument or five -
business days.

First moriguge rea] sstate laan, The
proposed rule would define the torm
“first morigage roal estate loan"’ as loans
and nes of credit fully secured by first
liens on rexl estate {excluding MELs},
where the original amortization of the
mortgage exposure daes not oxceed 30
years; the loan underwriting took inte
account ail the borrower’s obligations,
fncluding mortgage obligations,

rincipsl, interest, taxes, insurance
Em:lu ing mortgage guarantee
ingurance} and assessmeonts; and the
loan undarwriting concluded the
borrowor is able to repay the oxposuro
using the maximum interest tale thut
may apply in the fizst five yours, the
maximum contract exposure over the
1ife of the mortgage, and verifled
income,

GAAP. The proposod rulo would
define the term “GAAP* as generally
accepied aocounting principles as usad
in the United States. The term “GAAP**
is o common expression within the
industry and is defined for clarification.

Goodwill. The proposed rule would
define the term “goodwill” as an
intangible asset representing the future
economic benefits arising from other
assets acquired in a business
combination (i.e. morger) that are not
individually identified and separately
recognized, The definition would be

4 In May 2013, tho Board issued & propased ruls
thint would permpit credit unions lo enguge In
limited derlyatives activitlas for the purpose of
mitigating snterest xale rlak, 70 FR 32161 {May 28,
2013), NCUA Is sitll developing fts dexivatives rule
aud had not issued a final ruls ax of the date this
proposal was prasantod o tho Board, Howsver, *
NCUA anticipates smouding this rele o be
eumsistent with any fual r‘:&‘e Issund by the Roard
oloted to the May 2013 derivatives proposal.

consisient with the related Gall Report
field and the definition contained in the
Call Report instructions. . :

Intangible asssts; The proppsed rule
would defina the tarm “intanpible
assets” os those assets that ara required
to be reported as intengtbls essots in a
credit unjon’s Call Report, including but
not limited to purchased crodit card
relationships, goodwill, favorable
leaseholds, and care deposit value, The
definition would be consistgnt with the
related Call Report field and the
definition contained in the Call Report
instructions. .

Investment in CUSO. The proposed
rule would define the term “investment
in CUSO” as the unimpaired value of
the credit union’s aggregate CUSD
investments as measured under
generally eccepted accounting
principles on an unconsolidated basis,
The definition would be consistent with
the related Gall Report field and tha
definition contained in the Call Report
instructions,

Identified losses. Tha proposad ruls
would define the term “Identified
iosses” to mean those itoms that have
been determined by an svaluation made
by a state or faderal axaminer, as
measured on the date of examination, to
be chargeable against income, capital
and/or valuation allowances such as the
allowance for loan end lense losses, The
proposed definition would also provide
the following exomples of identified
losses; assets classitied as josses, off-
balance sheet Hems classifiod as losses,
any provision oxpenses thal are
netassary o replenish valuation
allowances to an adequate level,
Habilitles not shown on the books,
estimated losses in contingent
liabilities, and differonces in accounts
that reprosent shorlages.

Loang to CUSO, The proposed rule
would define the term “loens te CUSQ”
a8 the aggregate outstanding loan
balance, availahle line(s) of credit from
the credit union, and guereantees the
credit union has meda to or on behalf
of a CUSO. The definition would be
consjstent with the related Call Report
field and the definition contatned in the
Call Report instructions,

Loans transferved with limited
recourse, The proposed rule would
define the term “loans transforred with
limited recourse” as tha total principal
balance outstanding of loans transferred,
including participations, for which the
transfor qualified for true sale’
accounting leeatment under GAAP, end
for which the transferor credit unfon
retained some lmited recourse {i.e.
insufficient recourse to preclude true
salo accounting treatment), The
proposed definition would also clarify

that the term does not include transfers
thet qualify for trus sale accounting
treatment but contain only routine
representation and warranty paragraphs
that are standard for sale on the
secondary market provided the credit
union is in compliance with all other
related requirements such as capital
requirements, The deflunition would be
consistent with the ralated Call Report
field and the definition contained in the
Cnll Report instrugtions.

Mortgage servicing asset, The
proposed rule would define the term
“mortgage servicing asset (MSA)" as
those ssssts {net of any related valuation
allowances) resulting from coptracts to
sarvico loans secured by real estate {that
have been securitized or owned by
others) for which the beneflts of
servicing are expectad to more than
adequetely compensate the services for
performing tho servicing. The definition
would be consistent \:rli,ﬁ'n the related
Call Report feld and the definition
contajnad in the Call Report
instructions.

Off-balancs sheet #ems, The proposed
rule would define the term “off-balance
sheet items™ as items such as
commitments, contingent itams,
guarantees, cartain repo-style
transactions, financial standhy letters of
cradit, and forwerd agreements that are
not inclnded on the balance sheet but
are normally included in the financial
staternent footnotes, The definition
would bs consistent with the related
Gall Report field «nd the definition
contained in the Call Report
instructions,

Quolifying master netting agreement,
The proposed rule wonld dafine the
term “qualifying mastor netiing
agreement” as a written, legally
enforconbloe sgresment, provided that:
{1) The agreement creates a singlo legal
ohligation for all individual transactions
sovered by the agreement npon an evert
of default, including upon an event of
conservatorship, receivership,
insolvency, liguidetion, or similar
procoading, of the counterparty; (2) the
agreement provides the credit union the
right to accelerats, tarminate, and close
out on a net basls all transactions under
the ugreement and to liquidate or set off
tollateral promptly uper an event of
default, including upon an event of
coneer hip, recel hip,
insolvency, Jiquidation, or stmilar
proceeding, of the counterparty,
provided that, in any such case, any
exercise of rights under the agreemext
will not be stayed or avoided under
applicable Jaw in the relevant
jurisdictions, other than in receivership,
conservatorship, resolution under the
Fadera] Deposit Insuranne Act, Title 1T
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of the Dadd-Frank Act, or under any
similar insolvency law applicable to
GSEs; (3) the agreement does not
contain a walkaway clause {that is, a
provistun ihat permits a non-defaulting
counterparty to meke a lowsr payment
than it otherwise would make under the
ugresment, or no paymont at all, to a
defrulter or the estate of a defaulter,
even if the defaulter or the estate is a net
creditpr under the agreement): and {4} in
order to recognize an agrecment a5 a
qualifying mnster netting agreement for
purposes of part 702, a credit unfon
must conduat sufficient legal review, at
origination end in response to any
changes in applicable law;, to conclude
with & well-founded basis {and maintain
sufficient written documentation of that
legal review) that the syreement meets
the requirements of paragraph (2} of the
definiion of qualifying master netting
agreament; and in the event of a legal

allenge {including one resulting from
defauit or from conservatorship,
receivership, insolvency, liquidation, or
similar proceeding), the relevant court
and administrative authorities wonld
find the agreement to be legal, valid,
binding, and enforcesble onder the law
of relevant jurisdictions.

Risk-bused capital rotio, The
proposed rule would define the term
“risk-hased capital ratio” as the
percentage, rounded to two decimal
places, of the risk-bassd capital
numerator to total risk-weighted assets,
as caloulated in accordance with
§ 702,104{a}.

Risk-weightad nssets. The proposed
rule would defina the term *‘risk-
weighted assets” as the total risk-

ighted assets ns calculated in
accordance with § 702,104{c).

Senior executiva officer. The propused
rule would define the term "sanlor
oxecutive officer” as a senior executive
officer as defined by § 701.14(b){2},

Tota] assets, The proposed mie would
retain the deflnltion of “total assets” in
corrent § 702.2, but would restructure
the definition and provide additional
clarifying language. Under proposed
paragraph (1} under the definition of
“tntal assets,” for each quarter, a credit
union must slect one of the four
measures of total assets listed in
paragraph (2] of the definition to spply
for all purposes under part 702 except
§§702.103 through 702,105 {visk-based
capital ratlo requiremnents). Proposed
paragraph {2) under the definition of
total assels would provide that “total
assets' means a cred}t union’s total
assets as measured by sither: (i) The
credit union's total assets measured by
the average of quarterend balances of
the current and three preceding
calendar quarters; (if} the credit union’s

total assets measured by the average of
month-end balances over the three
calendar months of the applicable
calendar quarter; (iii) the credit union's
total assets measured by the average
daily balance over the applicable
calender quarter; or {iv) the credit
union's total assels measured by the
quarter-end balance of the applicable
calondar quarter as zoported on the
credit unjon’s Call Report.

U.S, Govsrrument agency. The- .
Pmpused rule wquld define the term

“U.S. Government agency” as an
instrummentality of the U.S. Government
whose obligations ars fully and
axplicitly guarantsed as to the timely
payment of principal and intersst by the
fuﬂlth and credit of the U.S.
Government.

Verified income. The proposed rule
would dofine the term *verilied
income” s raceipt and retention of
carrohorative information to establish
the reality of the income supporting the
repayment of the loan, The term.
“varified income” is a common
expression within the industry and s
dafined for clarification.

Waightod-average life. The proposed
rule would remove the term “weighted-
average life” from current § 702.2 and
replace il with the newly defined lerm
“weighted-average life of investments.”

Weighted-average life of investments.
The proposed rule would move the
definition of “weighted-average life of
investments” contained within current
§702,105 to gmposed §702.2 and
would add additional clarifying
language. The weighted-averago life of
nvestmants for registered investmeut
companies, sollective investment funds,
money market funds, callable fixed rate
debt obligativna and deposits, veriable
rate debt obligations and deposits,
capite] in mixed-ownership government
corporations, and other equity securities
would remain anchangsd, The proposal
would assign specific risk-welghts to
investments in CUSOs and eapital in
corporale credit nnions, as addressed
below, thus removing them from the
woighted-average life measure.

The proposed rule wonld deflne the
terin *weighted-average life of
invostments” as follows: For,
invesiments In registared investmont
companies {e.g., mutual furds) end
collective invostment funds {e.g.,
common trusts}, the term “woighted-
average Hfe of investments” would
maan the maximum weighted-average
life or duration target of the investment
disclosed, dirvctly or indirectly, in the
most recent prospectus or trust
instrument {if the maximum weighted-
average life ar duration target is not
disclosed, the welghted-average life of

investments means greater than 5 years,
but less then 10 years), For lavestments
in money markel funds, as defined in 17
CFR 270.2a-7, and collective investment
funds operated {n accordance with
short-term {nvestment fund rules set
forth i 12 CFR 8.18{b){4){i))(B}{1)

* through (3}, the term “welghted-average

lifo of investments” would mean 1 year
or less, For fixed 1ate debt obligutions
and deposits that are callable in whols,
the term *weighted-average life of
investments” would mean the period
ramaining to the maturity date. For
fixed rate debt obligations and deposits
that are non-callable and non-
amortizing {e.g. bullet maturity
instraments), the term “weighted-
avarage life of Investments” would
mean the period rematning to the
maturity date. For fixed rate debt
obligations or deposits with periodic
principal pay downs {e.g., mortgage-
backed securitles}, tha term “weightad-
avorage life of investments” would be
defined according o industry standard
ealculations, which include the impact
of unscheduled payments, For variable
rate debt obligations and deposits
{regardless of whethor the in
amortizes), the termn “weighted-average
life of investments” would mean tha
period remaining to the next rate
ad}istment date, For capital stock in
mixed-ownership Govornment
corporations, as defined in 31 U.S.C.
9101(2), the term “weighted-average life
of invesiments” would mean greatar
than 1 year but less than or equal to 3
years, For other equity securities, the
term “weighted-average life of
investments” would mean grenier than
10 gears. For any other investments nat
addressed ebove, the term "“weighted-
average life of investments” would
mean the average time to the return of
adollar of principal, calculuted by
multiplying aach portion of principal
received by the lime at which it is
expected 1o be received (based on &
reasonable and supporiable estimate of
that lime), and then taking the total of
these time-weighted payments and
dividing by the total amount of
principal, The proposed definition of
weighted-average life of investments
roflects the current method used by
credit unjons to report investments on
the Statement of Finenclal Condition on
the Call Report. Tho definition has
remained largely unchanged from when
the risk-besed net worth requirements of
part 702 were first implementod.2e

34 Sen 66 FR 3697 {Fol. 18, 2000} (providing thats
“The definition {of weightad-average lfe} is
adopted in madifled form from Faborsd, Frank and
T, Dassa, sds,, The Handbook of Fixed Incoms
Seeurities {4th od, 1995} at 518, and ruflacts the
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A, Subpart A—Prompt Cortective .
Action

The proposed rule would establish

new subpart A titled “Prompt Corrective

Action,” New subpart A would cantain
the sections of part 702 relating to
capital measures, supervisory PCA
actions, requirements for net worth
restoration plans, and reserve
requirements for all credit unions not
defined as “new" pursuant to section
216(bj)(2} of the FCUA,25

Section 702,101  Cupital Measures,
Effective Date of Clessification, and -~
Notice to NCUA :

"The requirements of proposad
§702.101 would remain Jargely
unchanged from current § 702,101, The
title of proposed § 702,101, however,
would be changed to “Capital measures,
effactive date of dassification, and
notics to NCUA™ to bottar reflect the
three major lopics that would be
covered in the section, In addition, the .
proposed ruie would replace the terms
“net worth meagures" with “capital
measure,” “net worth classification”
with “capital classification,” and “net
worth category” with “capital category”
to reflect ths terminology changes being
made throughout the proposed rule,
which were discussed above and ere
discussed in further detndl below.

Section 702,102 Capital Classifications
The proposal would changa the ttle
of § 702,102 from “Statutory net worth
categories” to “Capital classifications.”
Although section 215(c} of the FCUA

uses the general term *net worth
categories,” NCUA beliaves that
replacing the term “net worth” with the

oneral term ‘‘capital categories” botier
iescribes the combined “net worth
ratio” and “risk-based net worth”
measuremonts that make up the five
categories listed in the statite,
Morsover, the term “capital” is
generally more inclusive of all accounts
available to pay losses than the term
“net worth” and is mare commonly
used in the financial services industry,
No substantive changes to the
requirements of section 218(c) are
intended by these changes In
terminology, This ssction would -
continue to list the five statutory capital
catapgories that ars provided in section
216(c) of the FCUA 2
102(a} Capital Gategorica

Proposed § 762,102{a} would teplace

current §702.102(a) and would set forth
new minimum ocapital measures for
complex credit unions, Although
sections 216(c)(1}{A)(), (B)(i3), (O)iY) -
and 216(d) of the FGUA use the term
“risk-based net worth” requirement,
NCUA believes that roplacing the term
“risk-based net worth” with the
functionally equivalent term *risk-based
capital” in the proposed rule would
beiter describe the equity and assets tho
requirement would measure, Moreover,
tho term “risk-based capital” js more
commoniy used in the financial services
industry, and is defined in a manner
consistent with the requi sot
forth in section 218, No changes to the
roquirements of the stalute ure intended

by the nsa of the alternative term risk-
based capital in the proposed rule,

Congistent with subsections
216(c)(1){A) through (B) of the FCUA,
the net worth ratio moasurss listed in
proposed §§ 702.102{s}(1} throngh (6}
would continus to match those listed in
the statute for each eapital category, and
would use both the net worth ratio and -
the now risk-based capital ratio as
elements of the capiial catagories for
“well capitalized”, “adequately
capitalized” and *undercapitalized”
credit unions, The risk-besed capital
rotio messure complements the net

. worth ratio, and section 218(d} of the
FCUA requires the risk-based capital
requirement be designed “to take
account of any raaterial risks against
which the net worth ratio required for
an insured credit union to be adequately
capitalized may not provide edequate
protection.”” Accordingly, the risk-hased
capital ratio includes components that
require highar capital lavels to teflect
‘increased risk due 1o interest rate risk,
concentration risk, credit risk, market
rigk, and liquidity risk.

In essence; the current RENW
requirement is ovaluated on a pass/fail
basis. The proposod rule, in contrast,
would introduce a new soaled tisk-~
based capital measurement appronch for
assigning capital classifications for well
capitalized, adequately capitalized, and
undercapitelized credit unions. This
scalod approach would recognize the
relationship between higher risk-based
capital ratios and the creditworthiness
of credit unions.

TABLE 4—PROPOSED C}{P!TAL CATEGORIES

4 oredh unbors net worlh Net worth ratio Risk-based capital ratio* | And subjoct lo Tollowing conditions) . .

Woll CapHalzed ... 7% or abova ..o s | 10.5% o1 above .., Must pass bolh net worth ratio and risk-based capltal
ratio.

Adequately Gapltalized ........ | 6% 0 8.99% cnccecrscrrearnecr B% to 10.49% Must pass bolh net worth ralio and risk-based caplial
ratio,

Undercapltalized ..o 4% 10 5.99% .ooveerirennene | LOBE than 8% Must pass both net wonh ratio and risk-based capial
ralio,

Signiflcantly Undercapilai~ 2% lo 3.99% N/A Or il 3p d al <5% net worth and falls to

izod, timely submit or iy an app

net worth restoration plap,

Critically Undercaplialized .., | Less than 2% N/A 8,

* Applies only to credit unlons with quartor-end total assets exceeding $50 milion.

mothod by which crodit unfons raport invastmanls
in Sehoduls C of tho Call Ropart. ™},

2312 U.8.C, 1700d{b}2)«
213 U.S.C, 1760d{a),
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102{a}(1) Well Capitalized

‘Under proposed § 702,102(a)(1), ta be
olassified as woll capitalized, a credit
union must maintain s net worlh ratlo
of 7 percent or grester and, if a complex
credlt union, must also heve a risk-
based capital ratlo of 10.6 percent ar
greater. The higher proposed risk-based
capital irement for the wall
ca) italizeg classiflcation is designed to
bolster the resiliency of complex credit
unions throughout finencial cycles, The
proposed 10,5 percent risk-based capital
ratio target is comparable to the Other
Federal Banking Regulatory Agencies’ 8
percent Total Risk-based Capital ratio

lus the 2.5 percent capital conservation

which is expected to be fully

implemented in 2019.87 NCUA is
proposing the 10,5 percent risk-bnzed
capitel ratic requirement, rather than
the Other Federal Banking Regulatory
Agericies’ 8 percent, to avoid the
complexity of inagiamanting a capital
conservation buffer, :
102(e}{2) Adequately Capitalized

Under dpmposud § 702,102{n)(2}, to be
classified as adequately capitalized, a
credit union must maintain 8 net worth
ratio of 6 percent or greater and, if a
complex credit union, must also havo a
risk-based capitel retio of 8 percent or
greater. For example, a complex credit
union with an 8 percent net worth ratio
and un 8.5 percent risk-based capital
ratio wuuldp be adequately capitalized
under the proposed rule. The 8 percent
risk-bused capital ratio requirement for
the credit union industry is » measure
comparable to the 8 percent total risk-
bagsed cupitel ratic regnired by the Other
Federal Banking Regulatory Agencies’
for a hank to be adequately capitalized.
102{a}{3} Undoreapitutized :

Under proposed § 702,102(a}{3}, to be
clussified as undorcapitalized, a credit
union musi maintain o net worth ratio
of 4 percent or greater end, if a complex
credit union, fail to meot tho minimum
8 percent total risk-based capital ratio
requirement. For example, a complex
credit union with an 8 percent net
worth ratio and a 7.5 percent risk-based

restoration plan has not besn
approved; 28 (2) the credit union has n
nst worth ratlo of 2 percent or more but
less than 4 percant; or {8) the credit
union has & net worth ratio of 4 percent
or more but less than 5 percent, and the
credit union aither fails to submit an
acceptable net worth restoration plan
within the tims prescribed in § 702,111,
or meturially fails to implement e net
worth restoration plan approved by
NCUA. Although propossd | .
§ 702.102{a}{4} has been worded *
differently to help clarify the
roquiremonts of the paragraph, the
proposad rule would not changs the
criteria for being classified as
significantly undercapiialized under
part 702, .
102(g){6) Critically Undercapitalized
Under proposed § 702,102(a){E), a
credit union is classified as critically
undercapitalized if it has s net worth
ratio of Jess then 2 peroent, The
proposal would not change the criteria
for being classified as critically
undercapitalized.

102(b)} Reclassification Based on
Supervisory Criteria Other Than Net
Worth

Proposed § 702.102(b} wounld remain
mostly unchanged from current
§702.102{b}, with only a few
amendments o update terminology and
make minar edits for clerity, No
substantive changes are intonded.

102{c} Non-Delegation

Proposad § 762.102(c) would be
unchanged from current § 702,102{g),
102(d} Consultation With State Officials

Troposed § 702,102(d} would remein
mostly unchanged from current
§702,102(d}, with only a few small
amendments for consistency with other
sections of NCUA’s regulntions, No
substantive changes aro intended.

Section 702,103 Applicebility of Risk-
Based Capital Ratio Measure
Propored § 702.103 would change the
title of current § 702,103 from
“Applicability of risk-based net worth
Bqui " to “Applicability of risk-

capital ratto wonld be und Tizo
under the proposed rule,
102(e)(4} Significantly Undercapitalized
Undor proposed § 702.102{u)(4}, a
credit union is classified as significantly
undercapitalized if: {1} It hes a net
worth ratio of less thean 5 parcent, and
hus received notice that its not worth

370n Suptembar 10, 2013, FDIC published an
Interim Onal ruln that revised it risk-basad and

x
based capital ratio measure,” Proposed
§702.103 would provide that, for
purposes of § 702,102, a credii undon is
defined as “complex,” and a risk-based
capital ratio requirement is applicable,
anly if the crodit union’s quartor-end
total assats exceed $50 million, as
reflectod in its most recent Call Roport,

To qualify far a higher net warth classification,
& stentficantt :

loverago capital requirements for FDIG-stporvissd
{natitutions. 78 FR 55338 {Sepl. 10, 2013),

crodif unton must
have a st worlh rustoratlon plan spproved by
NCUA,

The proposai wonld eliminate current
§702.103(b} and define all credit unions
with over $50 million in assets as
“complex,” Under the curront rule,
credit unions are “‘complex” and subject
to the RENW requirement only if they
heve quarter-end fotal assets over $50
million and they have an RANW over 8
percent, In the propased rale all credit
unions with total quarter end assets over
$50 million wounld be considersd
“complex’ and subject to the risk-based
capital ratio, N '

In January 2013, NCUA revised part
702 by increasing the asset sizs of credit
unions subject to the risk-besed net
‘worth requirement from $10 million ta
350 million,*® In setting the $50 million
asset threshold, the Board considered
the following factors for a variety of
asset size ranges:

* The percantage of industry nesets
end units;

+ Crodit union complexity as
measured by products and services;

» 'The history of fuilures; end

* The rlsk to the NCUSITF,

NCUA estimates that, as of June 30,
2018, approximately 2,237 of 8,681
credit unions reported total assets over
$50 rnillion, These credit unions hold
approximately 94 percent of total credit
umnion system assets,

Section 702,104 Risk-Based Capital
Ratio Measnres

Praposed § 702,104 would chunge the
title of current § 702.104 from “Risk
puortfolio defined” to “Risk-bused capital
ratio measures," Proposed § 702,104
would entirely replace the requirsments
for calculating the RBNW requirement

Jfor “complex” credit unions undor

curront §702.104 with a new risk-based
cupital ratio requiramont.0 The '
proposed section would require all
“complex” credit unions to calculate
the risk-based capital ratio as directed in
this section, The proposed risk-based
capital ratio is designed to enhance
sound capital menagement and help
ensure that credit unions maintain
adequate levels of loss-abworbing capital
going forward, strengthening the
stability of the credit union system and
onsuring credit unions serve as a source
of credit in times of stress,

% O Junuery 16, 2013, NGUA publizhed s final
ol and IRPS 13-1 redofining “smal ontity" as &
crutit unfon with lass thon $5¢ million jn sssets
and amonding 12 GFR 702,103 invweasing o $50
miltion the assel threshold usod to dafins
“zomplax” credit unton for determined whether
F.BN;N mquiramenis apply. 78 PR 4032 (Jan. 18,
2013),

4012 U.8.C. 1790d(d).
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104{a} Calculation of Capital for the
Risk-Based Capital Ratio

Proposed § 702.104{a} would provide
that 10 determinae its risk-hased capital
ratio, & complex-credit unjon must
celoulate the percentage, rounded to two
decimal places, of {ts Mlsk-based capital
numerator as desaribed in § 702.104(b)
1o its total risk-waighted assets
denominator as described in
§ 702.104{c}. In simplest terms, the

oposed risk-based capital ratio would
g:! the percentsge of e defined measure
of the equily and other accounis held by
& credit union that are available to cover
losses, divided by a defined risk-
weighted assot base. The proposed
method of calculating risk-based capital
would be generally consistent with the
methods uged in other sectors of the

finenciel services indusiry, Conversely,
the method of computing tho RENW
meusure o current § 702,104 is uniqua
‘within the financial services industry,
and frequently results in confusion and
incorrect anaiyses when industry
analysts attempt 1o compare credit
union risk-weights for assets to bank
risk-woights for assets. As with the
ourrant RBNW ratio, the proposed risk-
based capital ratio calculation wonld be
calculated primarily vsing information
credit unions already report on the Gall
Raport form required under § 741.6{a}{2)
of NCUA’s regulations.

104(b)‘Risk~l;asad Copital Ratio
Numerator

Proposed § 702,104(h) would provide
that the risk-basad capital numerator is

the sum of the specific certain capital
elements listed in § 702.104{b}{1}, minus
certain regolatory ndjustments listed in
§702.104(b)(2). The proposed
pumeraior for the risk-based capital
ratio would continue to consist
primarily of the components of a credit
unjon’s net warth, In order to capture
all of the material risks whilo keeping
the calculation from becoming overly
complex, the proposed rule would add
somoe additional equity itoms and other
specified balance sheet tems would be
subtracted. The goal of the proposed
risk-based capitel ratio numsrator is to |
achieve a measurs that reflects a more
acourate amount of equity and rescrves
available to cover losses.

TABLE S;PROF‘OSED RISK-BASED CAPITAL NUMERATOR

Deductions

Additions
Undivided earmings {includes any regular reserve) ... . | NCUSIF doposh,
Appropi for nan-conforming Ivesiment e
Other raserves Other le asssls.
Equlty acquired In merger
risk-based numerator,
Nel incoms,

ALLL {llmited 10 1.25% of risk assals),

Secondary caplital accounts included In net worth
Sectlon 208 assistance included In net worlh {as definod In §702.2).

identified losses nol ré:ﬂecled as adjustmenis to components of the

104(b}{1} Capital Elements of the Risk-
Based Copital Ratio Numerator

Proposed § 702,104(b){1) would list
the capital elements of the risk-based
capital numerator as follows:

» Undivided earnings {includes any
regular reserve);

« Approprintion for non-conforming
investments;

o Other resarves;

+ Equity acquired in merger;

+ Net Income;

e ALLL, limited to 1.26% of risk
assets;

*» Secondary capital accounts
included in net worth {as defined in
§702,2); and

+ Saction 208 sssistance inchwded in
net worlh {us defined in § 702.2}.

Tho proposed risk-based numeorator
would include the equity acquired in
merger component of the balance sheot,
This oquity item would ha used in place
of tha total adjusted retained earnings
acquired through business combinations
amount credit unions report on the PCA
Net Worth Calenletion Worksheet in tha
Call Repart. The equity acquired in
merger is the GAAP equity recorded in

a business comhination and can vary
3 q

GAAF accounting item. Tha use of
aquity acquired in a mexger, as
moasured using GAAP, more acourately
reflocts the ovarall valu of the business
combination transaction.

Bacausa the ALLL is available to
cover sxpected levels of loan losses, the
proposed numerator also would inciude
the ALLL, but it would ho imited to
1.25 percerit of total risk-walghted
assets, 4 The RBNW calculation for
ALLL in curreni § 702,104(h} is limitod
0 1,50 percent of laans and is included
as & reduction in tha level of risk assets,
By establishing a limit in the amount of
ALLL included in the numerstar, the
proposed rule would provide an
incontive for granting quality loans and
recording Ioan losses in a timoly
manuer. The proposed 1.26 percent
Hmit should 2ot result in a disincentive
to fully fund the ALLL above the 1,26
percent coiling, bocause complex credit
unions aro bound by GAAF in
mintaining the ALLL. NCUA estlmatos
that, as of June 30, 2013, approximately
468 of the 2,237 “complox* credit
unions have an ALLL greater than 125
percent of total risk assets,

from the amount of total adj 1
retained oarning acquired through
business eombinations, which is nota

41 The 1.25 percont of risk-wolghtsd assuts
Jimilalion is consistont with the Base! I frampwark
and the regulatory capital xules for U.S, bunks,

‘The proposed risk-based capital
numerator woutd not include the
following Call Report equity items:

» Accumulated unrealized gains
{lossos) on available for sale securities;

* Accumuleted unrealized loases for
OTTI on debt securities;

o Accumulnted unrealized net gains
{lossos) on cash flow hedges; and

» Other comprahensive income,

NCUA recognizes the itoms listod -
abovo reflect a credit union’s actual loss
absorption capacity at a specific peint in
time, but includes gains or losses that
may or may not be realized, NCUA also
recognizes that including these itoms in
the risk-basad numerator could lead ta
volatility in the risk-based capital
moasure, difficulty in capitel planning
and asset-managoment and other
unintonded consequencas,42
Accordingly, NGUA chose to exciude
these ttems from the proposed risk-
based capital numerator,

104(b}(2) Risk-Basad Capital Numerator
Deductions

Proposed § 702,104(b)}2) would
provide that thoe elemonts deducted

47 The Qther Fadersl Bonking Agoncles*
Tegulatory capital ralss (12 CFR 324,22} aliuw
institutions ta make an opi-out cloction for similar
actowmts, Sog, 0.8, 78 FR 55330.(Sopt. 10, 2013)
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from the sum of the risk-hased capital
eloments are:

» NGUSIF Gapitalization Deposit;

» Goodwill; R

¢ Qther intangible assets; and

+ Identified lossas not reflected in the
risk-based capitel ratio numerator,

In order 1o ‘achieve a risk-based
capital numerator reflocting equity
available to cover losses in the event of
liquidation, goodwil! and other
intangible assets would be deducted
from both the risk-basad capital
numerator and denominator, Goodwill
and other intangible assets contain &
high level of uncertainty regarding &
credit union’s ubility to realize value
from these assets, sspocielly under
adverse financial conditions.

The propesed rule would addrass
concarns sbout the NCUSIF depasit
reflected on the NGUSIF’s balance shest
bath a5 oquity to pay losses and as an
asset of the insured credit unions, In the
proposed rule, the NCUSIP deposit is
subtracted from both the numerator and
denominator of the riek-based capital
ratio, 48 This treatment for the risk-based
regulatory capital standaxd would not
altor the NCUSIF deposit accounting
treatment for credit unions,

The proposed rule would include a
provision to allow for identified losses,
not otherwise refiected as adjustments
in the risk-based capital numerator, to
be deducted to reflect an acourate risk-
based capital ratio, The inclusion of
identified losses would aliow for the
calculation of an accurate risk-basod
capital ratio, Examples of items that

would be subjsct to this provision
include shorteges in the ALLL,
underfunded pension accounts, and
unsupported valuations of bond claim
receivables,

104(c) Tota! Risk-Weightod Assets

In developing the proposed risk-
weights, NCUA reviewed the Basel
accards and both the U.8, and
international banking system’s existing
risk-weight measures.4¢ NCUA
considered the comments contained in
material loss reviews propared by the
NCUA Inspsctar General and GAQ
comments in their reviews of the
financinl services industry's
implementation of PCA.#® As previcusly
montioned, because the FCUA requires
the risk-based measure to include all
material riskg, consideration was glven
to cradit risk, concentration risk, market
risk, intersst rate risk, operational wisk,
and liquidity risk.

Proposed § 702.104{c) would address
concentration risk by assigning higher
risk-weights to Jarger percentages of
nssets in MBLs and real estate loans.
The concentration thréshold amounts
are generally bused on the average
percentage of assets held in tha assst
typos.

104{c)(1) General

Propesed § 702.104{c}{1} would
provide that total risk-weighted assets
Inctude risk-weighted on-balance sheot
assets as described in § 702,104{c}(2},
plus the risk-weighted off-balance sheet
agsets in § 702.104{c}(3), plus the risk-

weighted derivatives in § 702.104{c){4},
minus the risk-based capital numsratar
deductions in § 702.104(b)(2}. The

- proposal would require a complex

crodit union to caloulate dts risk-
weighted assei amount for its on- and
off-balance sheat exposures, (NCUA’s
Call Report system would be upgraded
to conduct the calculations
automatically.) In the propossl, risk~
ighted asset wouldg
be determined by assigning an on-
balance shest asset to broad risk-weight
catogories according to the'assst type,
collateral, and level of concentration,
Stmilarly, risk-welghted assats amounts
for off-balance shest items would be
calculated using a two-step process: {1)
Multiplying the emount of the eff-
balance sheet exposure by a credit
conversion factor (CCF) to determine a
credit equivalent amount, and {2}
sssigning the credit equivelent amount
1o a relevant risk-weighted category. A
credit union would determine its total
risk-weighted assets by calculating {1}
its risk-weighted asssts, minus (2)
goodwill and other intangiblas, and
minus {3} the NCUSIF deposit,

104(c}(2) Risk-Woeights for On-Belance
Sheet Assots

Proposed § 702.104{c}{2} would define
the risk categories and risk-weighls to be
nssigned fo each specifically defined on-
balancoe shoat asset, All on-balance shoot
assats would be assigned to one of the
categories and risk-weights listed in
Table 6,

1}
24

TABLE 6--RISK-WEIGHT CATEGORIES AND ASSOGIATED RISK-WEIGHTS

Risk-wolght category Risk-wolght

items Included

Category T .ecicerceenss | 0. POHCBIY opvirseinasnnee

Calegory 2 o R T T) -

45 Spe U.8. Govi. Accountsbility Offies, GAD-04~
849, Available Information Indicates No Compoelling
{\Insd for Senandary Cepltal (2004, avﬂlhgz{le al

p: “20.80V/c pif

#4Thy Basel Commtitee on Banking Supervision
{BQBS) published Hass! 1M in Decombor 2010 and
ravised it in Jume 2011, evaifable l hilp:/
wivivbis.org/publ/ochs 188 b,

s Cash on hand, which includes the change fund {coin, currency, and cash ltems), vault cash,
vault funds In fransl, and cumency suppiled from automnalic teller machines,

+ NCUSIF capitallzation deposit,

+ Dobt instruments unconditionally guaranteed by the NCUA or the FDIC,

» US, Government obligations direclly and unconditionally guarantesd by the full faith and
credlt of the U.S. Govemmen!, including U.S. Treaswry bills, noles, bonds, zero coupon
bonds, and separte trading of registered Interest and principal securiiles (STRIPS)..

« Non-uefinquent student loans tnconditlonally guaranteed by e U.S. Gavernment agency.

« Cash on deposit, which Insludes bafances on deposit in Insured finenclal inatiutions and de-
posiis In transit, Thesa amounts may or may nol be subject fo withdrawal by check, and they
may or may no! bear interest. Examples includs ovemight accounts, corporale credit unfon
dally accounls, money market aceounts, and checking agcounls,

« Cash equivalenls {investments with originat matuilles of three months of less}, Cash equiva-
lents are shorl-erm, highly liguld ron-securily investmenis that have an original maturlty of 3
months of less ai the fime of purchaan, are readlly convertible to known amourds of cash,
end are used as part of the credit unlon's cash management aclivities,

+ Tho iolal amount of ir with a welghted-average life of one year or iess,
R ! roortgages g by the fedsral government through the FHA or the VA,

 Section v¥8 of the Dodd-Fronk Wall Street
Refarm and Gonsumer Protsotion Act obligates the
NCUA's Inspeclor Consral te conduct sunterial loss
reviews (MLRs) of credit unioms that Jncurred o
of 525 million or mars ta the NCUSIF. Ip sddition,
section 988 requires the NCUA’s Juspoctor General
1o reviow all losses undor the $25 million fireshold

I assess whethor an $0-dspth roview 38 warmnted -

du. to unugual giroumstancos. Tho MLRs are
avalloble at hitp://inwr.ncua.gov/about/Leadsrship/
CO/QIGPogos/MateriallossRoviews.aspx; ses also
GAQ/GED-08-158 (July 1898); GAG—07-253 (Fab,
2007}, GAD-13-612 (fung 2011), GAO-12-247 (fan,
2012), md GAD-13-71 U'un 2013}
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TaBLE 6—RISK-WEIGHT CATEGORIES AND ASSOCIATED Risk-WEIGHTS—Continued

Risk-welght cailegory Rlsk-welght ftemns included .
« Loans guaranised 75 paroent or more by the SBA, U.S. Depariment of Agriculiure, of other
. - U.S. Govemment agency. . .
Calagory 3 .o | 50 PBIGENE (iivsuisns | @ The folal @amount of § ts with & welg ge ife of greater than ons year, but
fess than or equal to three years,
« The total amount of cirrent and non-dsllnquenl flrst mortgage real ostate loans less than or
¥ qual to 25 parcant of tolal aesels
Calogory 4 oo | 78 PBIGENT wenmenenes | ¢ The tolal amount of wih a lghted-sverage iife of grealer than three yoars, but
Iess than or equal to five years.
» Cumont and non-dslinguent unsecured credit card foans, other unsescured foans and lnes of
credit, shor-torm, small amount loans {STS}, new vohicle loans, used vehlole loans, leases
. recolvable and alt other loans; {Exdluding joans reparted as MBLs).
«| * Current and non-delinquent first mortgage seal estaie joans gmater than 25 peroent of total
' assets and less than or equal 1o 35 percant of asssis,
Category 5 i | 100 POIC8Nt uuoinaw. | ¢ Corporale credit unlon nonperpetual caphal,
. « The total oulstanding principal smount foaned to CUSOs.

+ Current and non-definquent first mortgags resl ostate loans greater than 35 percent of tolal
assots.

» Dellngquent firsl mortgage real estale Joans.

* Othsr real eslate-seoured loans lass than or equat 1o 10 perwm of assals,

« MBLs foas than or equal fo 15 parcont of assels,

» Loans held for sale.

« The total amaunt of any foreslosures and repossessed assats, .
= Land and buiiding, less depreciation on building.

= Any other fixed assets, such as fumliure and fixturos and lsasshokd impravements, Josa ro-
iated depreciation,

» Cuirent ton-federally Insured student loans.

« All other assels not specliically assigned a risk-weight but included In tho balance sheet.

Calegoly 6 wawcreias | 125 PEICOM Lcouramenes | ® Tolal amount of all other real ostale-sscured ioans greater than 10 percent of assets and
fess then or aqual 1o 20 percent of assals,

Calegory 7 suwusmon | 150 poreent v | » The lolal amount of L with & weighted-average ilfe of grealer than five years, but
fess than or equal to fon years.

» Any delinguent unsecured credit card loans; othor unsecured loans and lines of credlt; short-
term, small amount loans; non-federally guaranteed student ioans; new vehitle loans; usad
vehioie loans; leases recsivable; and all ofher loans {excluding loans reporled as MBLs).

» The fotal amount of alf other real cefate-secured foans greater then 20 parcent of assels.

« Any MBLa grealer than 15 parcant of assels and fess than or equal fo 25 percant of assels.

Category 8 .o | 200 PORESNL 1pusceansnn | » Corporate oredlt union perpelual capital,
* The total amount of Investmants with a walghted-average iite of greater lhan 10 years,
» Tho total amount of MBLs greater than 25 percant of assets, other than MBLS included in
. Calegory 3 abova,
Catogoty 9 sueasisan | 250 POICSNE 1 | = The folal value of investmenie In CUSOs,

Calegory 10 romne

1,250 percont v

= Tho {olal value of mortpage servicing assels.

* An asssi-backed Invesiment for which the oredit union Is unable 1o demonsirate, as roquired
under §702.904{d), a comprohensive understanding of the featuras of the assel backed in-

. tment that would fally affoct ils p

A forther explanation of risk-weights
based on balance sheot asset type

follows,

Cash and investment risk-weights.
Tha propoesel generally would maintain

TABLE 7-—PROPOSED RISK-WEIGHTS FOR GASH AND INVESTMENTS

the existing structure for menanring risk-  of investments” {WAL), as defined
weights for most cash items and within the regulation, The WAL is
investmenis. For specific investments,  gonerally the avorsge time until a doller
the risk-waights would continue to be of principal is ropaid.

based upon the “welighted-avorago lifo

Propos
fem Isk-malg‘d

Cash on hond 0
NCUA and FDIC Issued Guarantoad Notes 0
Direct, unconditlenal U.S. Gi obligations 1]
Cash on deposit 20

s 20
Totel Investmonte with WAL < tyear 20
Toldd investments with WAL >1-year and < 9-years 50
Tolal Invesimonls with WAL >3-year and < 5-years 75
Corporata orodlf unton capilal 100
Tolal Investments with WAL >5-yaar and < 10-years 150
Tolal Investmenis with WAL > 10-years 200
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TABLE 7—PROPOSED RisK-WEIGHTS FOR CASH AND INVESTMENTS—Continued
Py d
ffom Hekowolg
(percent)
Corporate eredit unlon } capital 200

Cash hsld by a credit union for
normal operstions—such as veult cash,
ATM cash, and teller cash—typically

resent no risk because it is protected
m loas by a credit union's fidelity
bond and would be assigned a zero rigk-
weight,

To maintain continuity and provide a
fair measure of the interest rate and.
liquidity risks associated with longer
term jnvestments, the proposed nﬁa
waould continue to use the measure in
current § 702.105 for invastments, The
current risk-weights for investments
raliod on the results of 300 basts point
inlerest rate “shock tests” to corroborate
the nssigned risk-weights, The 300 basis
point shock test is o widely accepted
measure of interest rate risk, The
proposed risk-weight for investments
with a WAL of less than & years would
be lowaer, relative lo the existing rule, to
reflect lower interest rate risk and
Ilquidity risk. The proposed risk-weight
for investmenis with a WAL from 5 to
10 years wonld be about the same and
the risk-weight for investments with a
WAL over 10 years would be decreased
stightly.

The proposal would lower the risk-
weight for direct and unconditional U.S.

Government obligations (FDIC issued
Guaranteed Notes, and other 1.5, "
Government obligations) from the WAL
to zoro risk-weighted assets,
und muintain the current zero risk-
weight for NCUA Guaraniead Notes,
In the current rule, tha investment-in

‘nonperpetual and perpetual capitsl in a

corporate credit unicn are reparted in
the “>1-11 Yoars” WAL bucket on the
Call Report and assigned the assoclated
risk-weight, )
Member Business Loans (MBLs).
Consistent with the existing rulo, the
risk portfolio for “member business
loans outstanding’” in the proposal will
consist of loans outstandi at qualify
as MBLs undar NCUA's definition,*¢ or
under a slate’s MCUA-approved
definition.# If a Joan qualifies as a MBL
when it is originated, it will remain so
until it has baen repaid in full, sold, or
otherwise disposed of, Unused MBI,
commiitmenis would be addressed in a
soparate off-balanco sheot risk portfolio.
In the current ruls, the risk-weights
for MBLs apply ncross three thresholds
based on the amount of MBLs 0s a
poercentage of total assots, Tho first
threshold applies to concentrations
botween 0 and 15 percent, the second

appliss to concentrations over 16
percent and up to 25 percent, and the
third appliss to concentrations in excess
of 25 percent, The proposed rule wounld
muintain the same threshold levels for
assigning risk-weights. Since current
MBL regulations genorally limit MBLs
tp 12.25 parcent of total asssts 4®
typicelly only those credit unions with
an MBL exemption &re subject to the
higher risk-weighting assigned to the
higher concentrations of MBLs,

Supervisory experience has
demonsirated that certain MBLs presant
waltiple risks for which credit mions
shonld hold additional caplial. Many of
the largest losses to the NCUSIF
occurred in crodit unions with high
concentrations of MBLs.49 Similarly, the
failures of many small banks betwesn
2008 and 2011 ware also Jargely driven
by high concentrations of MBLs, The
GAQ reported that in the 10 states with
10 or more bank failures between 2008
and 2011, tho fallure of the small end
medium-size banks wore largely
assacinted with high concentrations of
commarcisl resl estats loans,.s¢

As illustrated in Table 8, the proposed
rule would modorately increase all of
the risk-woights for MBLs,

TABLE 8—COMPARISON GF CURRENT REGULATION AND PROPOSED MBL COMPONENT

Currlarrl‘;l MBLmrlsk-
WAIGIIRgS >~ | Propused MBL
Total MBLs fcomerted for | [ GRCL
8% adequalely {percent)
caplalized level) pe
{parcont)
0 to 15% of Assels 75 62100
>15 to 25% of Assels 100 150
Amount over 26% 175 200

MBLs that are government guaranteed
ot least 75 pereant, normally by the
Small Business Administration (SBA} or

8 Sng 12 CFR 7231,

47 Saa 12 GFR 722.20.

8 Son 12 CFR 723,16(a). .

+#8oe NCUA Offten af the Tuspector Geaeral,
QIG-10-20, QIG Capping Rapori on Material Loss
Raviewy (Nov. 23, 2010), Chart G, available at
hitpdfwwiv.noua.goviobout/Loadurship/CO/OIG/
Documaents/fGz01020CappRps.pdf.

56 U8, Govermmont Accountebility Offlcs, GAQ—
13-7D4T, Causos and Consequences of Rewent
Community Bank Follzros (e 312, 2013), page 4,

U.s. Deptir(‘mant of Apricullure, would
receive n lower risk-weight of 20 percent
under the propesed rule,

availablo at hitp:/ fiww. gao goviassats/as0/
555183, pdf.

1 The rumment MBL, risk-wiightings were
converiud to o cexparablo risk-welght y dividing
the carrent xisk-weighting by 8 percent, with 8
percont reprasimting the level of risk-weighted
capital nesded 1o be adeguataly capitatized. In the
ouerant ruls total MBLs less than the i 16

As of June 2013, for the 1,579
complex credit unions with outstanding
MBLs, MBLs comprise an sggrogate of

& peroont sk-weighting, which 1s squdvateat to a
100 parcent rigk-welght under this proposal (8%
divided by 8%} and the kighest concentestions of
MBLs recaived a 14 parcmt xisk-walght, which is
equivalent to & 175 pervent xivk-waight under this
praposal {14% divided by 8%},

82This is cansistant with the Other Federml

porcent of agsets yocnivo a B percent risk-weighting,
which 1s oquivalont tn @ 78 parce dsk-waight
‘wnder this propusal {8% divided by 8%). The next
threshald in the current regulalion for total MBL2
from 15 percenl to 25 parcent of essots recelved an

Banking Agoncios' oapital rules {ag., 12
CFR 324:32), whlnﬁ makniain g 10D parcent rigk.
wolght far commioreini real estata {CRE) and

“Inclindes a 150 percant risk-welgh for laans delined

a3 high volatiilly commerelal roal estate (HVCRE),
See, a,g, 78 FR 55339 (SopL. 10, 2013},
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4,80 percent of sasets and an average
5.14 percent of essets. Only 70 of tha
credit unions holding MBLs have MBL
portiolios in excess of 15 percent of total
assets, The threshold of 16 parcent was
salactad to provide for the possibility of
a decline in asset size once a credit
union renches the 12.25 percent
stututory limit for MBLs.

NGUA considered doveloping an
alternative version of the current
methad for compnting the MBL’s 15
percent concontration level that would
havo sddressed the potential for
reduced risk in a well-diversified MBL
portfalio, Howaver, before developing
such a method, NCUA staif ovaluated
the diversity of MBL loan types using
the deta reported in the Call Raport. The
data was surnmarized into tho following
five subcategories; (1) Construction and
development, (2) agriculture related
loans, {3) non-farm, non-residential

roperty, {4) commercial and industrial
Emns. and (5} unsecured business loans,
NCUA noted as they evaluated the Gall
Report dats that, of the 70 credit unions
‘with MBLs over the 15 pereent of essets
threshold that would be subjectto .
higher risk-weights on a portion of their
MBLz, most tended to primarily
ariginate one particular type of MBL,
The Call Report data provides no
information on the geographic
distribution of the MBL portfolio and
the additional information noeded ia
properly identify the nalure and extent
of any diversification would place en
additiona] data reporting burdon on
credit unions with an uncertain result,
Duo to the lack of diversily in the tygﬁs
of MBLs held by credit unions and the
reporting requirements to potentially
jdentify diversification, the Board
docided to propose maintaining the
current rigk-weight concentration levols,
The Board helieves that maintaining the
currant methodology evoids addlng the
complexity required to define the
adequate level of diversification and

d reporting Y ta

implement such an aiternative method
in the proposed rule.

Real Estate Loans, The current role
excludes from the real estato risk-
weights those real ostate ioans reported
a5 MBLa, The proposed rule would
continue this oxclusion.

Tha current standard risk-woighting
approach establishes higher capital
raquirements only for “long term” real
estata loans, excluding loans that re-
price, refinance, or mature within five
years or loss, By excluding loans that re-
price, refinance, or mature within five
years or less from higher capital
requirements, the current formula does
not uddress a large amount of real estate
loans, As u repult, credit unions build

real estate loan concentrations withoul
appropriate capital, Additionally, the
junior Men real ostate loans, with a
signiflcantly higher loss history, are

combinad with first morigage real estate

loans. An unintended consequence of
the current real estate loan risk-weight
i3 the structuring of mortgega products
to minimizo capital requitements which
could impact the markstsbility of such
loans,

‘The proposed rule would recognize
1he lower loss history for current, .
‘prudently written first lien real estate-
secired loans by assigning a lower risk~
‘weight of 50 percent to the first 25
porcent of assets.®® To account for
concentration risk, the risk-welght for
first lien real estate loans would :
incroase for loans batween 25 and 35
percent of assets from 50 percent to 75
percent, First lien real estate loans over
35 parcent of assets wonld bo accorded
a 100 percont risk-weight, The threshold
of 25 percent s based on the average

vercent of first mortgage resl estate

oans to totel assets, which, as of June
30, 2013, is 24.9 percent for all complax
credit unions, Out of the 2,188 complex
credit unions with first mortgage real
estate loans, 510 hava a concentration in
excess of 25 peroent of assets and 160
have & concentration in excoss of 35
percent of assets, :

In the proposed rule, if a credit nnion
holds the first and junior lien{s) on a
property, and no other party helds en
intervaning lion, the credit union could
treet the combined exposure as a single
lonn securad by a first lien for purposo
of assigning n risk-weight. A firat llen
real estale Ioan could ba essigned 1o the
50 percent risk-weight category only if
it is not restruchwred or modified. A first
lian real estate loan modified vr
structured on a permanent or trial basis
solely pursuant to the U.S, Treasury's
Home Affordability Mortgage Program
{HAMP} would not be considered to be
rosbruchired or modified. A first Len
real estate loan guerantoed by the
federal government through the Federul
Housing Administration {FFA) or the
Departmont of Veterans Affaire (VA)
generally would bo risk-weighted at 20

percant. While a government guarantee

agninst default mitigates credit risk, it
does not effect intarest rate risk.
During the rocent market turmoil, the
U.S. housing market experienced
significant detorioration and

 This i3 conststent with the Other Federal
Banking Regulatory Agencles’ capital rules {a.g,, 12
CFR 324,33), which maintained the 50 porcant risk-
waight for ot to four family ral ostato Joans thal |
are prudently underwrilten, not 8¢ days or more

pust due, and uot restruciured or medified, and o

100 porgeut risk-welght Jor such loans othsrwi

unprecedented levels of mortgege loan
defaults and home foreclosures, The
couse for the significant increase in loan
dofgults und home foreclosures
included ingdequate underwriting

. standards, high-risk mortgage products

providing for negative amortization and
significant payment shock to the
borrowers, unverified or undocumented
income, end a riss in unemployment.54
Therefore, NCUA is proposing that real
eatnte-secured loans not meeting the

. definition of first morigage real estate

loans would be referred to as “other real
astate loans” and assigned & higher risk-
weight. First lien real estate loans
dalinguent for 60 ddys or more or
carried on non-accrual status wonld be
included in the category of other real
astate loans for the purpose of assigning
the risk-weight.

In the proposed rule, other real estato
loans would be essigned a risk-weight of
100 parcont for the first 10 percent of
assets. To account for concentration
rigk, the risk-weight for other real esiste
loans would increass to 126 percent for
loans between 10 and 20 percent of
osssts, Other real estate loans over 20
percent of assets would be risk-weighted
150 percent. The threshold of 10 percent
is roughly hased on the average percent
of othor real ostate loans to total assots,
which, ns of une 30, 2013, is 6.85
percent for all complex credit unions,
Out of the 2,218 complex cred!t unions
‘with other real ostate loans, 533 have a
concentration in excess of 10 percent of
agsets and 100 have a concentration in
excess of 20 percent of ussots,

‘Tables 9, 10, end 11 below provide a
comparizon of current and proposed
risk-weights for real estate-secured
loans: .

TABLE 8—CURRENT RISK-WEIGHTS
FOR LONG TERM REAL ESTATE LOANS

Gurrent Rlsk-wéfghts for Long-Term Real
Estate Loans {revised for an 8 percent
adetuately capitalized standard)

Dafinition: RE Loans—Loans Maturing, Refk
nancing, or RePricing in 5 years—RE
Loans also reporied as MBLe = Loag-Tem
RE Loans,

Threshold Cuirent risk-
waight
(percent)
0-25% of BESOLS 1uiviinsen 75
_Excass over 25% of assets ... 175

#aIn dralling theso proposad regulations, NCUA
is mindful of the hmplicalious of other racmtly

Sae, £.g., 70 FR 55338 {Supl. 10, 2013}

. that have heaxt jssued 10
Impzova the quallty of mortgaga undarwriting,
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TABLE 10—PROPOSED RISK-WEIGHTS
FOR FIRST LIEN REAL ESTATE LOANS

Proposed Risk-Welghts for Fifst Lien Real .
Estate Loans

most current consumer loans, the
proposed rule would assign a rik-
welght of 75 percent, which maintains
the existing risk-based capital
requirement.®” Non-federall;

Definition: 1st Lion RE Losns—1st Lien RE
Loans elso reported as MBLs—Dalinquent
st Lien RE Loans = First Lian RE Loans,

g d student loans, which contain
higher.risks {s.g., default risk and
extonsion risk}, would bo risk»waishted
at 100 percent in the proposal, Federally

higher risk-waight on past due
exposures ensures sulficient regulatory
capital for the increased probability of
unexpected losses on these exposures,
Tha higher risk-weights better capture
the risk associated with the impaired
wredit quality of these exposures,

TABLE 13—PROPOSED RiSK-WEIGHTS

guaranteed student loans would receive  FOR DELINGQUENT CONSUMER LOANS
Threshold fs'k‘i"ﬁgﬂ, 2 zero porcont risk-weight.®® Table 12
) {percent)  belowlists the proposed risk-weights for Consumer loan type—Dellr- Proposed
- each current consumer loan type ‘quant more then 60 days fiskewaight
S;ﬁ;’: SISBB:‘:G{;N"" gg réportad on the Call Report, {percent
[ . " s -
Excess over 35% of assels ... 0 TagLE 12—PROPOSED RISK-WEIGHTS Mmgﬁe?Umr:cd\ge%a{.ia L:::In 1
X FOR CONSUMER LOAN TYPES Re- Linas of Crotit wowowemmimmmae 150
TABLE 11—PROPOSED RISK-WEIGHTS PORTED ON CALL REPCRT Shfanen-n, Small Amount 5o
L \TE S cans
FOR JUNIOR LIEN FIEAL ESTATE LOAN Consumer foan type—Less | Proposed  Mon-Faderally Guaranieed Stu-
Proposed Risk-Weights for Jumor Lien  thon 60 days delinquont | | "skowelght  dant LosDs .. : 150
Hea! Estate L {poroant)  New Vehicle Loans ..., 160
e oans - = Used Volilo Loanz e 150
N N . Unsscured Credlt Card Loan .., 75 Leased RecoWable wmanem |, 150
Dt L Hi Lota e Lo Al Othor Unsooued Loans/ s Aother Loansines o Gred 150
- * LInes of Tredlt s &
osns aieo reportod aa MBLs = Junlor LN gpon-Term, Smafl Amaunt - Loans to CUSOs and CUSO
. - Loans 76 investmenis. Stnce Call Raports are
Thieshold Proposed F"E:a’?lgy Guaranteed Student o Prepered on a consolidated basis,
rlsk-welght s | wholly ownod or majority ownsd CUSO
(percent) N?e,ff m iufranteed va jop 0ssets are consolidated with the credit
0-10% of assels 100 ns 75 union’s books and records with
>10-20% of assal 125 75 applcable risk-weighis assigned by tha
Excess over 20% of 160 75 assot typa, The curront risk-based
Alf Olher Loans/Lines of Cre 75 measure assigns the risk-weight far

The aggregate minimum capital
requireraent, using the proposed risk-
welghts for first lien aud junior lien real
estato loans, ie slightly Jess than the
current minimum requirement,®® The
proposed tisk-weights for real estate
loans, howaver, would result in a higher
varignce in the minimum capital
requirement for individuel affected
crodit unions because the risk-weights
better differontiate tha risk essociated
with lien pasition and concentratlon.

Gurrent sonsumsr loans, Consumer
loans {unsecured credit card loans, lines
of credit, automobile loans, and leasas)
ara generally highly desired crodit
union assets and a koy elemeut of
providing basic financial services. For

5 Tltn xink-welghlings wars convorted to o
comparable risk-walght by dividing tha curront risk-
waightinci‘by & porcent, reprassnting the level of
risk-walghted caplial nead to be adequataly
cupitalized. I the currant rule, long-term rwal estate
loany fasa than tho 28 percont thrashold receive a
6 percent risk-weighting, which is equivalent ioa
75 parcent risk wolght woder this proposal (5%
Qividuel by 8%). Total long-term resl natate loans
over the 25 porcent threshald receive a 14 percant
rlsk-weighting, which is sqnivalont to 8 176 parcent
gk welght undar this proposal {14%: divided by
0%). .
58 Anolysls of coll report data iIndicotes thal the
proposed risk weights producs na aggregate
minfmum capital requlrmnent, at the well
capitalizad loval, of 97 porcent of the ewzrent
minimam RENW roguiremnont for real ostate Joans
whon applied to affoied cradic ynkoms,

Delinquent consumer leans, The
current risk-basod capital msasure does
not contain a higher risk-weight for
delinquent consumer Joans, Rising
levals of delinguent loans are an
indicator of increased risk, To reflect the
impaired crodit quality of past due
loans, the proposal would require credit
unions to sssign a 150 percent risk-
woight to a non-real estate loan ifit is
60 days or more past due or in
nonaccrus! status, NCUA realizos that
the ALLL is already reflocted in tho risk-
hased capital numerator and increesed
provision expenses decrease reiaiued
earnings. However, the ALLL is
intended to cover estimated, incurred
losses as of the balance sheet date,
rather than uugxpectnd losses, The

57 Thiz Is cousistent with the Other Federsl
Banking Regulatory Agencies” capital rales (eg.. 12
CFR 824.32), which maintsined the 100 percont
rsk-wolgh! for non-delinguent consmmer Josus.

Sae, e.g,, 70 FR 55338 (Sept. 10, 2013),

5811 until 2010, guarantesd Audent loens wore
available through private landing institntions under
the Fedoral Family Rducation Loan
{FFLLF), Those Joans wem funded by tha Pederal

* govormmant, sud adwministered by spproved private

Jending organtzations, In offect, these loans were
underwriiion and gusranteod by the Fuderal
government, answring thet the private londer would
assmmena risk should the borrower ulibmately
dafaull, Loans issued undur (his program prior to
Juna 30, 2042 will remain on the books of cred it
unlons for many years,

average-Tisk assats to the amount of the
credit imion’s investments in CUSOs
and loans to CUSOs, os raported in the
Othar Assat Call Report itom, The
proposal would increase (Le risk-weight
to 250 percent for investments in
CUSOs, This increase is due to therisk -
of this unsecurad squity investment,
which is almaost always in a non-
publicly traded entity. Loans to CUSOs
are normally a higher payout priority in
ihe event of liquidation of a CUSO, and
thus would be assigned a risk-woight of
100 percent.

TABLE 14—PROPOSED RisK-WEIGHTS
FOR LOANS TO CUSOS & INVEST-
MENTS IN CUSOS

Proposed

rsk-walght

{percent}
Lodns 10 CUSO cuirremvmssmivoceress 100
investment in CUSO ....ouunruinns 250

Mortgage servicing asset (MSA). The
proposal would address the complexity
and variability of the risks, including
intarest rate risk and market risk,
associated with A MSA by assigning a
250 percont risk-waight, MSAs con
becomo impeired when interest rates

. full and borrdwers refinance or prepay .

their mortgage loans, This impairment
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TaBLE 6—RISK-WEIGHT CATEGORIES AND ASSOCIATED Risk-WEIGHTS—Continued

Risk-walght calegary Risk-woight #tems included X
« Loans guaranieed 75 parcent or mors by the SBA, U.S. Dapariment of Aghculiure, of other
. . U.S. Govermment egancy. . .
Gatagory 8 wcvinens | B0 PBICONT 1w | @ The folal amount of § with a go fife of greater than one year, but
iess than or equal o three years.
» Tha total amount of current and non-delinguent fivst monigage real estale loans less than or
i equal lo 25 percont of (pial assels,
Calegory 4 .. « { 75 pBICENt wesniaens | © The totel amount of nvestments wilh a weighted-averaga fife of greater than three years, but
foss than or equal to five yoars.

» Cuwent and non-dslinguent unsecured credlt card foans, other unsecured foans and Bnes of
credit, shosl-lerm, small amount foans (STS}, new vehicle foans, used vehicle loans, leases
recolvable and all other loans: {Excluding loans reported as MBLs).

+1+ Currant end non-delinquent first monigaga real estala loans graater than 25 percent of total
! assets and less than or aqual to 35 percant of assels, v
Calegory 5 oo | 100 POIGEM e § ¢ Coyporale eredit unlon nonperpetual caphai,
. « The total oulsianding principal amount foaned to CUSOs,

» Current and non-definquent firat morigage real estate loens greater then 35 parcent of lotal
assals,

« Delinquent firsl mortgage real sstate loans.,

« Other real astate-secured loans less than or squal to 10 percont of assats,

« MBLs jess than or equat fo 15 parcant of assols, o

» Loans held for sale.

» The lofal amount of any foreclosures and repossessed assats.

» Land and buiiding, less dapreclation on building.

» Any other fixed nssels, such as fumlture and fixtures and leasehoki Improvements, loss re-
iated depreciation,

» Cuirent non-federally insured student loans.

= Al other gssols not specificafly assigned a risk-welght but included in tho balance sheet.

Categoly B wcmvrecn | 125 PICONt v | » Total antount of all other real eslals-secured loans greater than 10 peraent of assals and

CalBgOTY 7 srvmersesine

Calegory 8 owvurcesne

Catogory 8
Catogory 10 oo

150 percent .ouwinne

200 percont .

250 percent v
1,250 pereont w.rine

tess than or oqual to 20 percant of assels,

» The tolal amount of inveslments with a weighted-avarage life of greater than five years, hut
less than or equal io fon yoars.

» Any delinquent unsacured oredii card loans; other unsscured loans and lines of oredlty shart-
torm, small amount loans; non-foderally gquarantesd student laans; new vehicls toans; used
vehicle loans; loases receivable; and all other loans {excluding loans reported as MBLs).

= The lotal amount of all othor real oslate-secured foans greater then 20 parcenl of asssis,

» Any MBLs groater than 15 percont of asseis and less than or equal to 25 percant of assets,

« Corporale credit unfon parpstual capital.

= The folal amount of Investiments with a walghtad-average ffe of greater than 10 years.

= The folal amount of MBLs greator than 25 percent of assets, other than MBLs Includsd in
Catogory 3 above,

 The lotal value of invesiments in CUSOs.

« The lotal value of martgage servicing asssls.

« An gsset-backed fvestment for which the credi union s unable i6 demonsirate, as roquired
under §702.104{d), a comprehensive understanding of the features of the assat-backed in-

. that woui rally alfect lls perf . .

A further explanation of risk-waighis
based on balance shest asset type

follows.

Cuash and investinent risk-weights.
Tho proposs! generally would maintain

TABLE 7—PROPOSED RISK-WEIGHTS FOR CASH AND INVESTMENTS

the existing structure for meastring risk-  of investments” (WAL), s defined
weights for most cash items and within the regulation. The WAL s’
invesiments, For spocific invesimonts,  gonerally the average time until 5 dollar
the risk-weights would continue to be of princtpal is ropaid,

based upon the “woighied-average lifn

. Proposed

Hem . rlskzntzsig‘hi

: {percont)
Gash on hand 0
NCUA and FDIC Issued Gt Notes 0
Direci, uncondlilonal U.S. Govemmeant obl 1]
Cash on depasit 20
Cash equf 20
Total lnvestmente with WAL < t-year 20
Tolat Investmenta with WAL >1-yoar and < -yoars 50
Tolal invesimenis with WAL >3-year and s 5-years 75
Garporate arodi! unlon nonpery ! caplisl 100
Tola) Invesiments with WAL >5-year and s 10-years 150
Toial investments with WAL > 10-years 200
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loans; lessos reaeivable; and all other
loans {excluding loens reported ns
MBLs}), . .

« The total amount of al} other real
estate-secured loans grealer than 20
percent of assets,

* Any MBLs greater then 15 percent
of assets and leas than or equal to 25
porcent of assets,

104{c}{2){viti) Category §—200 Percent
Risk-Waight .

Proposed § 702,104{c}{2){viii] wouid
require that credit unions assign a 200
percent risk-weight to the following on-
halance sheet asssts:

¢ Corporate credit union parpstual
oopital.

¢ The total amaount of investments
with s weighted-average life of greater
than 10 years,

* Tha total amount of MBLs groater
than 25 percont of assets, other than
MBLs included in Category 3 above;

104(c){2){ix} Category 8—250 Percent
Risk-Weight

Proposed § 702,104{c){2){ix) would
require that credit unions assign a 250
percent risk-weight to the following on~
balence sheat assets:

+ The total value of investmenls in
CUS0s, '

» The total value of MSAs,

104{c){2){x} Category 10—1,250 Percent
Risk-Waight

Proposed § 702,104{c}{2){x} would
vequire that credit unions assign 8 1,250
percent risk-weight (8% * 1,250% =
100%) to an asset-backed investmsut for
which the ¢redit union i unable tc
demaonstrata, as required under
§702,104(d}, o comprehonsive
understanding of the features of the
asset-hacked investment that would
materially affect its performance, A
1,250 parcent risk-weight is equivalont
to holding capital squal to 100 percent
of the investment’s belance sheot
valuo,®0

During the recent financinl criss, it
became apparent that many federally
insured financial {nstitutions relied

exclusivoly on ratings iasued by
Nationally Recognized Statistical
Organizations {NRSOs} and did not
etform internal credit analysis of asset-
Eacked investments, Complex credit

- unions must be ablo to demonstrate a

comprohensive undarstanding of any
ivestment, particulacly en
understanding of the features of an
agset-hacked investment that would
materially affact its porformance. Upon
purchase end on an ongoing basis, the
credit union must evaluate, review, and
update ea appropriaig the analysis
performed on an asset-backad -
investment, In the evant a credit union
is unable to demonstrate a
comprehensive understanding of an
agset-backed investment, the proposed
rulo would provide for assigning & risk
waoight of 1,250 percent to that
investment.

104(c}(3) Risk-Woights for Off-Balance
Shest Activities

Proposed § 702,104(b){3) would
provigs that the risk-weighted amounts
for ell off-balance gheet items are
determined by multiplying the notional
principal, or face valus, by the
appropriate converston factor and the
assigned rigk-weight as follows:

« A 75 porcent cenversion factor with
a 100 percent risk-weight for unfunded
commitiments for MBLs.

* A 75 percent conversion factor with
a 100 percont risk-weight for MBLs
transferred with limited recourse,

« A 75 percent conversion factor with
2 50 percent risk-weight for first
mortgage real estate loans transferred
with limited recourse.

* A 75 percent conversjon factor with
100 percent risk-weight for other real
estate loms transferrad with limited
Tecourse.

+ A 75 percent conversion factor with
a 100 percent risk-weight for non-
federally gueranteed student loans
transforred with limited rocourse.

« A 75 percent conversion facler with
a 75 percent risk-weight for all other
loans transferred with limited recourss,

¢ A 10 percent conversion factar with
8 75 percent risk-welght for total
unfunded commitments for non-
businass loans.

The risk-based capital measure in
current § 702,104 includes the amount
of commitments ontstanding for loans
sold with recourse and unused membor
business loan commitments in the

. calculation of risk-nssets, The current

Tule recognizes the potential for thess
commitments 1a-quickly become on-
balance sheat assets with their related
isks,
Under this proposal, a credil union

‘would celculate the exposure amount of
en off-balance sheet component, which
iz usually the contractual amoumt
multiplied by the applicable credit
conversion factor{CCF}. ‘This treatment
would apply to specific off-balanca
shest items, including loans sold with
recourse, unfunded commitments for
*business loans, and other unfunded
commitments, The proposed rule would
improve risk sensitivity and Jmplement
capital requirements for certsin
exposures through n simple
methadology.

Large draws on unused MBL
commitments may couse liquidity
problems end heighton exposure ta
credit risk. MBL commitments typically
do not feature a “material adverse
conditions” clause as grounds for
revorution. The proposed ruls would
assign a 75 percent CGF and a 100
percent rsk-weight to unused member
business loan commitmonts.

The proposal would retain the
oxisting assumption that the risk
exposure associated with recourse loans
is analogous to that associated with
similar on-balance shoet loans, The
proposal would reduce the existing
capital requirement for first mortgag
real estate loans and consumer loans by
assigning them a 75 percent CCF and a
risk-weight consistent with the risk-
weight assigned for the loan type for on-
balsnco sheet loans, .

TABLE 17—FPROPOSED CREDIT CONVERSION FAGTORS AND RISK-WEIGHTS FOR OFF-BALANGE SHEET ASSETS

Proposed *|  Proposed
C%F ﬁskfnalght
(percont) (percent)
Unused MBL s 75 100
MBLs sold with recourse 78 100
Flrst mortgage real estats loans sold with recourse s 50
Qther resl estate loans sold with recourse 5 100
Non-fedorally guaranteed studenl loans aold with recourse s 160
All other loans sold with recourse 75 75

908 percont adognately capitalizod level * 1,260
percont =100 porcent,
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This proposal wauld add a rolatively
stoal! capital requirement for the total .
reparted unfunded commitments for
non-MBL, The proposal would apply a
GCF of 10 percent with a 75 percent
isk-weight. NCUA included thiz

commitment with a relatively small
capital requirement in order lo
recognize the risk that a credit union
with a substantial amount of unfunded
loan commitments mey unexpoctediy ba
required to fund such ohligations,

creating & drain on Hquidity and &
shifting of assets which could causaa

- significant increase in the minimum
* capital roquirement,

TABLE 18~—PROPOSED CREDIT GONVERSION FAGTOH' ANb'FilSk;WEIGHf FOR TOTAL UNFUNDED COMMITMENTS FOR NON-

BUSKVESS LOANS

COF roposed
:isk-wei t
N {peccent) (PBTDB'%'
Total i for nion foans 10 75
The proposed rule would exprossly 104{c}{4) Derivatives tasued final rule regarding clearing

excluds loans sold to the secondary
mortgage market that faaturs
Teprasentations end warranties
customarily required by the U.S,
Govern